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Dear Fellow Shareholder:

At the time of our last annual report, ImageWare Syste%émall public companies in the Security
Technology sector, saw its stock price increase as a result of the tragic events surrounding September 11,
2001. While investors felt that companies in this sector would immediately benefit in the form of
increased sales, we were more cautious. We noted the dampening effect of those world events as our
government customers wrestled with new budget requests and procurement requirements.

As it turned out, our caution was warranted. Sales into the newly created Homeland Defense sector have
been slow to materialize, which is to be expected as our government undergoes its largest reorganization
in over 50 years. One should also remember that most large-scale security initiatives are built into
budgets several quarters prior to implementation. It has not helped matters that the Department of
Homeland Security supplemental budget only recently became final.

As these events were beyond our control, we focused on those events we could control: decreasing
expenses, increasing sales and expanding our product lines to meet current and future market
requirements. We decreased costs and expenses every quarter in 2002 and through 2003, by creating
more efficiency in our operating groups and consolidating job functions. We reduced overhead by closing
our offices in Boston, MA, Costa Mesa, CA and most recently, Greenville, SC and moving remaining key
functions to our corporate headquarters in San Diego. We focused on increasing our top-line revenue and
succeeded, with a 12% increase from the previous year. We also shifted to a solution-oriented approach,
integrating our software with both hardware and firmware to meet our customers’ needs for a one-stop
supplier of total digital imaging, identification and biometric solutions.

Our identification solutions were implemented in a number of high profile, demanding environments
including the FAA, NORAD and Nellis Air Force Base. We also developed solutions to create casino
employee work badges for the Las Vegas Metropolitan PD, secure personal ID cards for Abu Dhabi and
Dubai and driver licenses for Singapore and Indonesia. We further expanded our law enforcement product
line South of the border, supplying our digital booking, investigative and facial recognition products to
the State of Baja California. We also expanded the reach of our professional digital imaging (PDI)
product line by adding dealers in North and South America as well as Saudi Arabia and the United
Kingdom. In addition, we concluded deals with Eastman Kodak and Mitsubishi to sell versions of our
PDI software through their distribution channels as well as a licensing agreement with the Picture
People® division of Hallmark, who will use our software in retail stores across the United States.

In 2002 we introduced EPI Builder®, a software developer’s kit (SDK) that enables software engineers,
system integrators and OEMs to develop custom identification solutions or incorporate sophisticated
identification capabilities into existing applications. These solutions can support virtually any biometric
requirement. We introduced our new wireless laptop and PDA applications into our law enforcement
product lines, which were adopted by police and sheriff’s departments in Downers Grove, Illinois; Los
Angeles, California; and Milwaukee, Wisconsin. Going forward, we will continue to expand our PDI
product offering by incorporating innovative technologies such as facial recognition, which will be used
by professional photographers and photo labs to identify a customer’s image from a database of thousands
of digital photos.




Throughout the past two years, we have struggled with the terms of high interest debt incurred in
connection with private equity investment in ImageWare. Our plan was to work with these investors to
grow ImageWare and in the process, convert this debt into common stock. For a variety of reasons, these
efforts were not successful, leaving the company to struggle under the burden of high interest debt that
was not being converted into equity.

Our concern was echoed by a number of customers ranging from system integrators to direct end-users
who were concerned about letting a small company, with a cloudy balance sheet, participate in important
infrastructure projects. Since this issue struck right at the heart of our ability to grow our business, we
took action by selling additional common stock shares to existing investors and use the proceeds to retire
the debt, leaving ImageWare virtually debt free.

Going forward, our goal is to make ImageWare cash flow positive, quickly followed by sustained
profitability. We believe we will achieve this goal despite the fact that general economic conditions make
short-term sales challenging. We continue to see strong prospects for sales—particularly as the U.S.
government releases Homeland Defense funds and as the public and private sectors continue to realize the
need for rapid identity verification and authentication in domestic and worldwide markets.

We have many exciting opportunities at hand. We wish to thank you for your continued support and we
renew our commitment to ensure that it is rewarded.

Sincerely,

Jim Miller
Chairman and CEO

Statements contained in the above letter that are not strictly historical in nature are forward-looking statements.
These statements include, but are not limited to references to increased order flow and expectations for fiscal year
2003. Forward-looking statements involve known or unknown risks, uncertainties and other factors, which may
cause our actual results, performance or achievements, or industry results to be materially different from any future
results, performance or achievements expressed or implied by such forward-looking statements. Factors that could
cause or coniribute to such differences include but are not limited to: risks related to our acquisition strategies and
the integration of acquired companies; risks associated with our dependence on a small number of large sales to
customers with political purchasing constraints; risks related to our lengthy sales cycle; our reliance on third party
systems integrators and on third party technology licenses; fluctuations in our operating results; continued new
product introductions and market acceptance of our new products; new product introductions by competitors;
technological changes in the digital imaging, identification and biometrics industries; and uncertainties regarding
intellectual property rights. For a discussion of these and other factors which may cause our actual events or results
to differ from those projected, please refer to the company’s most recent annual report on Form 10-KSB and
quarterly reports on Form 10-QSB, as well as other subsequent filings with the Securities and Exchange
Commission. <
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C.R.IM.E.S.®, Crime Capture Systems ®, Face ID®, Suspect ID®, Crime Lab®, Vehicle ID®, Epibuilder®, Episuite®,
EdiGuard™, Castleworks®, [mage Ware®, IDentifier® (for Windows), and WinBadge® are registered trademarks of the Company.
Crime Web™, Pocket CCS™, CCS Capture™, CCS Retrieval™, Epiweb™, WinBadge Aviation™, WinBadge NT™, PC Pro™, PC
Event™, PDI School Days+TM, PDI ProLab™, PDI Studio™, PDI Green Screen™, and Picturemore™ are trademarks of the
Company.

All other trademarks, service marks and/or trade names appearing in this document are the property of their respective
holders.

PART

The statements contained in this Annual Report of Form 10-KSB that are not historical are forward-looking statements within
the meaning of Section 27A of the Securities Act of 1933, as amended (the “Securities Act”), and Section 21E of the Securities
Exchange Act of 1934, as amended (the “Exchange Act”), including statements regarding our expectations, beliefs, intentions or
strategies regarding the future. Forward-looking statements include, without limitation, statements regarding the extent and timing of
future revenues and expenses and customer demand, statements regarding deployment of our products, and statements regarding
reliance on third parties. All forward-looking statements included in this report are based on information available to us as of the date
hereof and we assume no obligation to update any forward-looking statements. Forward-looking statements involve known or
unknown risks, uncertainties and other factors, which may cause our actual results, performance or achievements, or industry results to
be materially different from any future results, performance or achievements expressed or implied by such forward-looking statements.
Factors that could cause or contribute to such differences include but are not limited to: our need for additional capital, fluctuations in
our operating results, continued new product introductions, market acceptance of our new product introductions, new product
introductions by competitors, technological changes in the digital imaging industry, uncertainties regarding intellectual property rights
and the other factors referred to herein including, but not limited to, those items discussed under “Risk Factors” below.

ITEM 1. Description of Business.
Overview

ImageWare Systems, Inc. utilizes its digital imaging technology to provide stand alone, networked and web-based
software solutions for secure credentials, biometrics, law enforcement and professional photography. Our secure credential
solutions enable the development of secure IDs & credentials, driver’s licenses, passports, national IDs, access control products,
and custom, biometric-based solutions for the aviation, transportation, government, education and private sectors. Our law
enforcement / public safety solutions provide comprehensive digital mugshot, booking, facial recognition, data sharing composite
sketching and investigative technologies for federal, state and local government/law enforcement agencies. Our professional
photography solutions provide stand alone and Web-based technology to capture, enhance, manage and print digital images for
professional photographers, photography studios and photo labs.

ImageWare’s law enforcement solutions group provides solutions which enable agencies to quickly capture, archive, search,
retrieve, and share digital photographs and criminal history records on a stand alone, networked, wireless or web-based platform.
ImageWare develops, sells and supports a suite of modular software products used by law enforcement and public safety agencies to
create and manage criminal history records and to investigate crime. Our C.R.I.LM.E.S. system consists of seven software modules:
Crime Capture System (consisting of the Capture Module and the Retrieval Module), which provides a criminal booking system and
related database; Face ID, which uses biometric facial recognition to identify suspects; Suspect ID, which facilitates the creation of
full-color, photo-realistic suspect composites; Crime Lab, which allows officers to enhance and edit digital images; and Vehicle 1D,
which helps officers identify motor vehicles stolen or involved in a crime. In addition, we offer Crime Web, which provides access to
centrally stored records over the Internet in a connected or wireless fashion, Pocket CCS which enables access to centrally stored
records while in the field on a handheld Pocket PC compatible device, and central repository services which allows for inter-agency
data sharing on a local, regional, and/or national level.




ImageWare’s ID solutions group provides solutions which empower customers to create secure and smart digital
identification documents with complete ID systems. We develop, sell and support software and design systems which utilize digital
imaging in the production of photo identification cards, documents and identification badging systems. Our sales in the digital
identification market were developed through our acquisitions of ITC, Goddard and G & A (discussed below). Our products in this
market consist of EpiSuite, EpiWeb, EpiWeb Enterprise, Identifier for Windows, ID Card Maker, Winbadge NT and Winbadge
Aviation. These products allow for the production of digital identification cards and related databases and records and can be used by,
among others, schools, airports, hospitals, corporations or governments.

ImageWare’s Digital Photography group produces a suite of software for the professional photography market. The software
allows professional photographers to digitally capture images, manipulate them to create a custom package or layout, then store the
images with an associated database. They can then print the digital images themselves or send them via the Internet or CD to a
professional lab for processing. Our products include PC Pro, PC Event, PDI School Days+, PDI Studio, PDI Pro Lab and PDI Green
Screen. Our customers use the software products in a wide variety of ways including retail studio environments, on-location event
photography and “picture day” at schools and day care centers. Our software products are sold through a dealer network and directly
to major accounts. The PDI group also operates an e-commerce service, Picturemore.com, used by professional photographers to
allow their customers to order re-prints and various service items. QOur sales in the digital photography market were developed as a
result of our acquisition of Castleworks and E-Focus West in August, 2001.

The Company, formerly known as ImageWare Software, Inc., was incorporated in the State of California on February 6,
1987. From its inception to 1995, the Company designed and sold software products for the photo entertainment industry. In late
1994, the Company sold its photo entertainment line of products, and utilized its core technologies to develop and sell products to law
enforcement agencies. From 1995 to early 2000 the Company’s business consisted of only its law enforcement product line. The
Company completed its initial public offering in April 2000. At that time we recognized that our core imaging technology and know-
how could be extended into other markets and we targeted the digital identification market for diversification. It was a fragmented
market which offered us the opportunity to establish market share through an acquisition program. On August 22, 2000, the Company
acquired Imaging Technology Corporation (“ITC”), a privately held developer of software and software systems for digital
identification documents. On September 29, 2000, the Company purchased Goddard Technology Corporation (“Goddard”), a
privately held developer of software identification badging systems. On March 30, 2001, the Company purchased substantially all the
assets of G & A Imaging Ltd. (“G & A”), a privately held developer of software and software systems for digital identification
documents. These three acquisitions, along with the internal development of digital ID solutions for some of our law enforcement
customers, firmly placed the company in the market for digital ID software. In 2001, ID software and systems became the company’s
largest product segment. In 2001 the Company began a program to consolidate its digital ID businesses and rationalize its costs with

respect to that segment.

The company identified digital imaging systems for professional photographers as another market into which our core technology and
capabilities could be extended. This too was a fragmented industry which offered the opportunity to establish a significant market
position through acquisition. On August 10, 2001, the Company acquired Castleworks LLC, a Nevada limited liability company
(“Castleworks”), and E-Focus West LL.C, a Nevada limited liability company (“E-Focus”), privately held providers of digital imaging
software and systems for professional photographers.

The terrorist attacks on September 11, 2001 impacted all three of our business segments. The law enforcement and digital
identification markets, although seen as markets which would ultimately benefit from increased spending on security, were negatively
impacted in 2002 by the tendency for the delay in purchasing decisions, awaiting guidance and funding from the government. The
attacks slowed the economy in general which had a negative impact on our professional photography segment. As we recognized the
impact September 11 was having on our markets we continued our efforts to reduce costs through continued consolidation of our
businesses and cost reduction. In early 2002 we closed our Massachusetts offices and moved the digital ID operations that were
housed in that facility into our South Carolina offices. In late 2002 we closed our Costa Mesa, California facility which housed our
professional photography systems business and moved those operations into our facility in San Diego, California.




Industry Background
Law Enforcement and Public Safety Markets

The United States law enforcement and public safety markets are composed of federal, state and local law enforcement
agencies. Our target customers include local police departments, sheriffs’ departments and offices, primary state law enforcement
agencies, special police agencies, county constable offices, and federal agencies such as the FBI and the DEA.

The federal government has promoted the development and use of nationwide criminal history record databases called the
Interstate [dentification Index 2000, or NCIC 2000, each consisting of on line national and regional databases dedicated to serving
criminal justice agencies. The Interstate Identification Index is maintained by the FBI and includes persons arrested for felonies or
serious misdemeanors. The FBI has indicated that this index will accept photographs in the future. We anticipate that the inclusion of
digital images in these databases will increase the value of digital booking systems and the demand for facial recognition applications.
Since the September 11, 2001 terrorist attack on the US there has been significant discussion at the federal and state levels of
government regarding the need for federal, state and local agencies to share information. We anticipate that the movement toward
sharing of information will accelerate the adoption of systems such as Imageware’s by lJaw enforcement agencies at all levels.

We anticipate significant state and federal funding to be made available to law enforcement in the aftermath of the
September 11, 2001 terrorist attacks and with the creation of the Homeland Defense Department.

Identification Markets

We believe our technology also has emerging applications in markets related to access control and identification.
Organizations concerned with security issues can use our technology to create picture identification cards that can be instantly checked
against a database of facial images to prevent unauthorized access to secure areas. We believe potential customers in these markets
include large corporations, airports, hospitals, universities and government agencies.

Digital ID systems have historically been sold based upon the cost-savings digital systems offer over traditional photo-based
systems. Furthermore, we believe that the ability to easily capture images and data in a digital database and to enable immediate and
widespread access to that database for remote identification will be a functionality that customers will require in the future and that
such functionality will be the primary driver for future growth within this market. With the acquisitions of ITC, Goddard and G & A,
we are able to provide field-proven digital ID products with high quality reference accounts across the board in terms of size and
complexity of systems and users. When combined with the proven facial recognition and web capabilities we currently offer with our
law enforcement products, we believe we can provide a leading product offering into the 1D market.

As with our law enforcement product offering, we believe that the September 11, 2001 terrorist attacks and subsequent
creation of the Homeland Defense Department will accelerate the adoption of digital identification systems that can provide secure
credentials and instant access to centrally maintained records for real time verification of identity and privileges.

Digital Photography Market

We believe our technology also has potential applications in markets related to professional photography. Professional
photographers can use our software to capture digital photos of subjects, allow re-touching of photos, manipulate the photos to change
light, color, etc. and combine them with other photos, templates and text to create custom collages.

We believe the use of digital photography software and systems by professional photographers is growing because it allows
them to capture quality images and either output them immediately or create a database with associated textual information that then
can be efficiently printed by themselves or professional labs.

With the acquisition of Castleworks and E-Focus West we believe we are able to provide proven software and systems that
allow professional photographers, labs and studios the ability to more efficiently manage their business through the use of digital
images and associated databases. As camera, computer hardware and memory capabilities grow and their associated costs come down
we anticipate the adoption of digital technology by the professional photography community to accelerate.




Products and Services
Law Enforcement and Public Safety

We believe our integrated suite of software products significantly reduces the inefficiencies and expands the capabilities of
traditional booking systems. Using our products, an agency can create a digital database of thousands of criminal history records, each
including one or more full-color facial images, text information and images of other distinctive physical features. This database can be
quickly searched using text queries or by using our facial recognition technology which can compare the facial characteristics of an
unknown suspect with facial images in the database. Our investigative software products can also be used to create, edit and enhance
digital images and to search databases of other agencies to which our customers have access.

Our C.R.I.LM.E.S. system consists of software modules, which may also be purchased individually. The Crime Capture
System (including both the Capture Module and the Investigative Module) is our booking system and database. Our investigative
modules are Face ID, Suspect ID, Crime Lab, Vehicle ID, CrimeWeb, and Pocket CCS.

CRIME CAPTURE SYSTEM. The Crime Capture System is a Windows-based digital booking system made up of two
distinct software modules and associated hardware such as cameras and computer hardware as needed. The Crime Capture System
allows customers to capture and store images and other information in a database and to search and retrieve records from the database.
The Crime Capture System uses off-the-shelf hardware and is designed to comply with open industry standards so that it can operate
on an array of systems ranging from a stand-alone personal computer to a wide area network. To avoid duplication of entries, the
systemn can be integrated easily with several other information storage and retrieval systems, such as a live scan fingerprint system, a
records management system or an automated fingerprint identification system.

CCS CAPTURE. This software module allows users to capture and store facial images as well as images of distinguishing
features such as scars, tattoos and other marks. Each entry contains both images and text information in an easy-to-view format made
up of distinct fields. Current customers of this module range from agencies that capture a few thousand mugshots per year to those that
capture hundreds of thousands of mugshots each year.

CCS INVESTIGATIVE. This software module allows users to search the database created with CCS Capture. Officers can
conduct text searches in many fields, including file number, name, alias, distinctive features, and other information such as gang
membership and criminal history. CCS Retrieval creates a catalogue of possible matches, allowing officers or witnesses to save time
by locking only at mugshots that closely resemble the description of the suspect. This module can also be used to create a line-up of
similar facial images from which a witness may identify the suspect. CCS Retrieval can be used by a law enforcement agency’s
satellite offices that need to access a database created and maintained at a central location using CCS Capture.

FACE ID. This software module uses biometric facial recognition and retrieval technology to help authorities identify
possible suspects. Images taken from surveillance videos, digital sketches or photographs can be searched against a digital database of
facial images to retrieve any desired number of faces with similar characteristics. This investigative module can also be used at the
time of booking to identify persons using multiple aliases. Using biometrics-based technology, Face ID can search through thousands
of facial images in a matter of seconds, reducing the time it would otherwise take a witness to flip through a paper book of facial
images that may or may not be similar to the description of the suspect. Face ID then creates a selection of possible matches ranked in
order of similarity to the suspect, and a percentage confidence level is attributed to each possible match. Face ID incorporates search
engine technology which we license from Identix, Inc.

SUSPECT ID. This software module allows officers and witnesses to quickly create full-color, photo-realistic suspect
composites. The digital composites are constructed from libraries of facial features based upon actual color photographs of such
features. Suspect ID allows officers with minimal computer training and artistic talent to create a suspect composite by pointing and
clicking with a mouse. This module can be installed on a laptop computer and taken into the field, allowing officers to conduct
interviews and create composites before witnesses’ memories fade. For rapid identification, officers can distribute completed
composites within minutes via fax or e-mail.

CRIME LAB. This software module allows officers to enhance and edit digital images. Using Crime Lab, an officer can
update old images, create non-prejudicial line-ups, remove distracting backgrounds and enhance the quality of surveillance videos.




VEHICLE ID. This software module helps officers identify motor vehicles which may have been stolen or involved in a
crime. Vehicle ID’s comprehensive database includes images and text information for over 1,000 vehicle makes and models and can
be searched using many fields, including physical features and Vehicle Identification Number. Images of vehicles similar to the
suspect vehicle can be viewed from front, rear, side or three quarter angles and can be depicted in any color. A color copy of the
suspect vehicle can then be produced and immediately broadcast, printed or faxed to officers in the field. Vehicle ID also incorporates
Vehicle Identification Number software provided by the National Insurance Crime Bureau.

CRIME WEB. This Web-based investigative software tool enables authorized personnel to access and search a county’s
booking records stored on ImageWare’s Crime Capture System through a standard web browser from within the county’s intranet.
Crime Web allows remote access to the Crime Capture System database without requiring the user to be physically connected to the
customer’s network, Crime Web requires only that the user have access to the Internet and authorization to access the county’s
intranet.

POCKET CCS. Pocket CCS is a powerfu! investigative tool that allows officers to access Crime Capture System (CCS)
booking photos and related data in the field on a handheld Pocket PC compatible device.

Identification
Our Digital Identification Products consist of the following products:

EPISUITE. This is a software application for creating and managing personal identification cards. It is designed to integrate
with our customers’ existing security and computing infrastructure. We believe that this compatibility may be an appealing feature to
corporations, government agencies, transportation departments, school boards, and other public institutions.

EPIBUILDER. EPIBUILDER is a software development toolkit containing components which developers can use to add
electronic identification functionality for numerous applications, including access control, tracking of time and attendance, point of
sale transactions, human resource systems, school photography systems, asset management, inventory control, warehouse
management, facilities management and card production systems.

EPIWEB. This product was created for ID service bureau organizations to provide their customers with the ability to design
and create personal identification cards, including personnel information, using an Internet browser. Usgrs can create their own badge
designs or choose from an inventory of existing designs. EPIWEB software is designed to help streamline service bureau
administration by managing the recruitment of customers and the printing, billing and shipping of orders.

EPIWEB ENTERPRISE. This product is a highly-secure web-based corporate identification management system. We
believe it is the only software on the market today that provides complete employee credential lifecycle management enabling
companies to control badge issuance, validate badge holder, control badge production, and track badge issuance. With ImageWare
customization services, EPIWEB Enterprise can be tailored for unique card approval processes, to transfer personnel information
automatically from Human Resources Systems to eliminate re-keying of data, and even activate cards in a branch office access control
system. This Internet browser-based application is easily deployed compared to traditional client-server systems that require software
and hardware installation. EPIWEB’s central database empowers security personnel to ensure that the right [D cards get issued to the
right people across the entire enterprise.

WINBADGE NT. This Microsoft Windows-based technology photo ID system is for the production and tracking of
identification cards. The system encompasses a suite of applications and tools to easily enter data and images into a database and
customize the entry screens for each operator or create new badge designs. The system is capable of producing various documents,
including cards, badges, dossiers, and FaceBook files containing images, text, and logos. WinBadge NT is designed to operate in
many different modes: as a stand-alone, turnkey personnel imaging and data management system; as part of a network of image
capture stations with image retrieval and verification stations; and as interfaced with access control security systems or a human
resource mainframe computer.

WINBADGE AVIATION. This product, designed for the airport industry has numerous features, from tracking badges to
ensuring proper security training. It also tracks driver training, driver violations and information required by companies authorized to
request the issuance of ID cards. Accelerator keys minimize the need for moving a computer mouse in a high badge production
environment. Keyboard control of camera pan, tilt, and zoom also minimize operator movement.




IDENTIFIER FOR WINDOWS. This family of products combines the ability to capture photographic images digitally with
the ability to create & database and to print identification cards. Identifier for Windows offers a powerful, versatile, and user-friendly

application which can be used by schools, hospitals, corporations or governments.

ID CARD MAKER. The ID Card Maker family of products provides substantially the same capabilities as Identifier for
Windows and is sold and supported by Polaroid Corporation’s authorized dealers within the United States.

In addition to the software systems listed above, we may provide our customers with hardware (printers, laminators, cameras)
and/or cardware (cards, security features, printer ribbons) purchased from third parties. Internationally we sell these products

under the EdiGuard tradename.
Digital Photography
Our professional photographer products consist of the following products:

PC PRO. This software allows professional photographers to reduce, enlarge, crop, retouch, density-correct, color balance,
manipulate, adjust and change digital photos. Users can also create multi-image compositions and design layouts. This software allows
a photographer to create collages and layouts, along with personalized text or graphics. Photos can be rendered for output to printers
or for posting to a photographer’s website. This software is used by photographers for a variety of uses including for taking pictures in

the studio of individuals and families.

PC EVENT. This software allows for on location event photography such as sporting events, team photos and dances.
Images can be outputted at the remote site, a photographer’s studio or a centralized lab facility.

PDI SCHOOL DAYS". This software allows professional photographers who market their services to schools to efficiently
capture students’ images and associated text. Then the images can be printed or sent to a lab for processing via CD or the Internet.
Also the images can be used for ID badges, class rosters and other associated uses. A photographer can also use the capture moduie to

photograph dances and other events.

PDI STUDIO - The software allows for a seamless workflow of digital images in a studio environment. A professional
photographer or their staff captures an image using a digital camera, transfers the image into the presentation software where it is
reviewed with the customer and added to a package or order, then printed on-site or output to a lab for touch-up and printing. The
product includes a database for order tracking and customer information. That database can be used in a stand-alone mode or
integrated with point-of-sale, accounting or other management software.

PDI GREEN SCREEN. This software is a plug-in option to both PC PRO and PC EVENT that allows for the digital capture
of images against a blank “green screen” background so that the image can be digitally transposed onto a fantasy layout.

PICTUREMORE. Picturemore.com is a web hosting service that allows professional photographers the ability to post
photos so that their customers can order additional prints and service items.

Maintenance and Customer Support

As part of our installation of a system, we offer to train our customers’ employees as to the effective use of our products. We
offer training both on-site and at our facilities. We offer on-site hardware support to our customers, generally within 24 hours of the
customer request. Customers can contract with us for technical support that enables them to use a toll free number to speak with our
technical support center for software support and general assistance 24 hours a day, seven days a week. As many of our customers
operate around the clock and perceive our systems as critical to their day to day operations, a very high percentage contract for
technical support. Providing customer support services typically provides us with annual revenue of 15% to 20% of the initial sales
price of the hardware and software purchased by our customers.




Software Customization and Fulfiliment

We directly employ computer programmers and also retain independent programmers to develop our software and perform
quality control. We provide customers with software that we specifically customize to operate on their existing computer system. We
work directly with purchasers of our system to ensure that the system they purchase will meet their unique needs. We configure and
test the system either at our facilities or on-site and conduct any customized programming necessary to connect the system with any
legacy systems already in place. We can also provide customers with a complete computer hardware system with our software already
installed and configured. In either case, the customer is provided with a complete turnkey solution which can be used immediately.
When we provide our customers with a complete solution including hardware, we use off-the-shelf computers, cameras and other
components purchased from other companies such as IBM or Compagq. Systems are assembled and configured either at our facilities
or at the customer’s location. :

Our Strategy
Key elements of our strategy for growth include the following:
Penetrate the Access Control and Identification Markets

We believe security issues are becoming increasingly important among public agencies, corporations, hospitals, universities
and similar organizations. We believe that the September 11, 2001 terrorist attacks and the subsequent establishment of the Homeland
Defense Department will accelerate the adoption of digital identification systems that can provide secure credentials and instant access
to centrally maintained records for real time verification of identity and privileges. Using our products, an organization can create
picture IDs that correspond to images in a digital database. A security guard can stop an individual and quickly and accurately check
his identity against a database of authorized persons, and either allow or deny access as required. Our technology can also be applied
in other markets to facilitate activities such as voter registration, immigration control and welfare fraud identification.

We believe that biometric identifiers are becoming recognized and accepted as integral components to the identification
process. As biometric technologies (facial recognition, fingerprint, iris, etc) are adopted, identification systems must be updated to
enable their use in the field. We have built our solutions to enable the incorporation of one or multiple biometrics, which can be
associated with a record and stored both in a database and on a card for later retrieval and verification. We believe the increasing
demand for biometric technology will drive demand for our solutions which enable their use by end users.

Fully Exploit the Expanding Law Enforcement and Public Safety Markets

We intend to use our successful installations with customers such as the Arizona Department of Public Safety as reference
accounts and to aggressively market C.R.1.M.E.S. as a superior technological solution. The majority of our recent sales have been and
will be from sales of the Crime Capture System. We will focus our sales effort in the near term to establish the Crime Capture System
as the mug shot system adopted in as many countries, states and Jarge counties and municipalities as possible. Once we have a system
installed in a region, we intend to then sell additional systems or retrieval seats to other agencies within the primary customer’s region
and in neighboring regions. In addition, we plan to market our complementary investigative modules to the customer, including Face
ID, Suspect ID, Crime Lab, Vehicle ID, CrimeWeb, and Pocket CCS. As customer databases of digital mug shots grow, we expect
that the perceived value of our investigative modules, and corresponding revenues from sales of those modules, will also grow.

Acquire Businesses That Enhance Our Strategic Position

We may acquire additional businesses that will complement our growth strategy and enhance our competitive position in our
current markets and other markets that utilize our core imaging technology.




Expand into Related Applications within the Law Enforcement and Public Safety Markets

Our products can provide solutions to law enforcement and public safety agencies beyond our core application of police
booking systems and related investigative products with minimal adaptation. The technology behind our C.R.I.LM.E.S. product line can
be used to create databases of missing children and to compare the facial image of a lost child to the images in the database. Our
system can be used to help correctional facilities track and control inmates. Gun sellers could use our products to access available
criminal databases and help prevent the sale of guns to ineligible persons. Our technology can be used to monitor persons on parole or
probation without requiring them to travel to their parole or probation officer. We anticipate that a parolee or probationer will be able
to have his photograph taken in a specially-designed kiosk which uses biometrics-based technology to identify the person and inform
his parole or probation officer of his location.

Develop the Internet and Wireless Capabilities Of Our Products

One of our latest software modules, Crime Web, allows users to use the [nternet or secure intranets to conduct investigative
searches of digital booking systems. Crime Web includes the most frequently used investigative features of the Crime Capture System
to allow users to retrieve single images, conduct searches based on one or more parameters, create digital line-ups and print retrieved
records. We are also currently developing an Internet-based version of Face ID that will allow investigators to use the Internet to
compare the digital image of an unknown suspect with a database of images using biometrics-based technology. Our Internet products
will allow users to quickly access and share images via the Internet while maintaining the security and integrity of databases, thereby
encouraging the widespread dissemination and sharing of criminal information among law enforcement agencies. Since the
September 11, 2001 terrorist attacks there has been significant discussion at the federal and state levels of government regarding the
need for federal, state and local agencies to share information. We anticipate that the movement toward sharing of information will
accelerate the adoption of digital booking technology with Internet and wireless capabilities by law enforcement agencies at all levels.

We are also developing Internet modules for our identification software which will provide the same remote access
capabilities for our ID customers.

For the digital identification market, we created the products EPIWEB and EPIWEB ENTERPRISE. EPIWEB was created
for ID service bureau organizations to provide their customers with the ability to design and create personal identification cards,
including personnel information, using an Internet browser. EPIWEB can help streamiine service bureau administration by managing
the recruitment of customers and the printing, billing and shipment of orders. EPIWEB ENTERPRISE was created to provide a
highly-secure web-based corporate identification management system. It enables companies to control badge issuance, validate badge
holder, control badge production, and track badge issuance. This Internet browser-based application is easily deployed, compared to
traditional client-server systems that require software and hardware installation. EPIWEB ENTERPRISE’S central database
empowers security personnel! to ensure that the right ID cards get issued to the right people across the entire enterprise.

We are also developing wireless capabilities into our products. Public agencies as well as private sector customers require
information to be available from remote locations. Pocket CCS is our first handheld application which can operate in the field on
Pocket PC compatible devices and accompany users wherever they are located. In order to facilitate the transfer of records and
information retrieval tools to employees in the field, we plan to develop technology in cooperation with wireless communications
companies that will allow our products in the field to operate over wireless systems.

As part of the acquisition of Castleworks, we acquired PictureMore.com. This web service allows professional photographers
to use the Internet to increase their revenues by posting photos of their customers for re-orders, additional copies or orders from
friends and relatives. PictureMore collects the payments, uses a professional lab to fulfill the orders and ships the products to the
consumer. In return we receive a fee per sheet of product purchased.

Enhance Our Position In The Professional Digital Photography Market

We believe that the movement from film to digital photo captures and processing by professional photographers, labs,
studios and other related enterprises is growing. This growth generates a demand for software solutions to manage the customer
information and create the output layout and images. Further, we believe that we have established a solid base of customers for our
software and we intend to exploit the market growth and demand for software. Our software and systems allow professional
photographers to quickly and easily take photos and create a database of information that can be sent to labs for processing. The labs
can also use our software for helping to manage the orders from the photographers. In this process, it is possible for both labs and
photographers to save money.




Sales And Marketing

We market and sell our products through our direct sales force and through indirect distribution channels, including systems
integrators. We have sales and account representatives based in Canada, Germany, and Singapore and domestically in Massachusetts,
Pennsylvania, Georgia, South Carolina, Florida, and California. Geographically, our sales and marketing force consists of 24 persons
in the United States, 3 persons in Canada, 5 persons in Germany and 1 person in Singapore.

Each of our product groups has a direct sales organization all of which are supported by a common marketing organization.
Our sales professionals are supported by our technical experts who are available by telephone and conduct on-site customer
presentations.

The typical sales cycle for our Crime Capture System includes a pre-sale process to define the potential customer’s needs and
budget, an on-site demonstration and conversations between the potential customer and existing customers. Government agencies are
typically required to purchase large systems by including a list of requirements in a Request For Proposal, known as an “RFP,” and by
allowing several companies to openly bid for the project by responding to the RFP. If our response is selected, we enter into
negotiations for the contract and, if successful, ultimately receive a purchase order from the customer. This process can take anywhere
from a few months to over a year.

Our ID products are sold to large integrators, direct via our sales force and to end users through distributors. Depending on
the customer’s requirements, there may be instances that require an RFP. The sales cycle can vary from a few weeks to a year.

In addition to our direct sales force, we have developed relationships with a number of systems integrators who contract with
government agencies for the installation and integration of large computer and communication systems. By acting as a subcontractor
to these systems integrators, we are able to avoid the time consuming and often-expensive task of submitting proposals to government
agencies, and we also gain access to large clients.

We also work with companies that offer complementary products, where value is created through product integration.
Through teaming arrangements we are able to enhance our products and to expand our customer base through the relationships and
contracts of our strategic partners.

We promote our products through trade journal advertisements, direct mail and attendance at industry trade shows, including
those sponsored by the International Association for Law Enforcement, the International Association for Identification,
CARDTECH/SECURETECH, the American Society of Industrial Security and the International Association of Chiefs of Police. In
the professional photography market, we also attend the Professional Photographers’ Association and the Photography Marketing
Association trade shows. We also target other media through public relations efforts, including non-industry publications, daily
newspapers, local and national news programs, and television programs related to law enforcement. Articles regarding our products
have appeared in Business Week, Los Angeles Times, Chicago Tribune, The Wall Street Journal and a number of other publications.

We plan to continue to market and sell our products internationally. Some of the challenges and risks associated with
international sales include the difficulty in protecting our intellectual property rights, difficulty in enforcing agreements through
foreign legal systems and volatility and unpredictability in the political and economic conditions of foreign countries. We believe we
can work to successfully overcome these challenges.

Customers

We have a wide variety of domestic and intemmational customers. Most of our CR.IM.E.S. customers are government
agencies at the federal, state and Jocal levels in the United States. Our products are also being used in Australia, Canada, the United
Arab Emirates, Kuwait, Mexico, Colombia, Costa Rica, Venezuela, Singapore, Indonesia and the Philippines. The customer base for
our digital identification systems includes domestic and foreign government agencies, universities, airports, and private sector
companies, many of which are Fortune 500 or Fortune 1000 companies. Customers for our C.R. 1.M.E.S. products may be customers
for our identification systems as well. Our current customer base for digital photography systems includes professional photographers,
labs and studios in the US and Canada. In 2002, one customer, PT Nuansa Anagorindo Sejahtera, accounted for 18% of our revenues.




Competition
The Law Enforcement And Public Safety Markets

Due to the fragmented nature of the law enforcement and public safety market and the modular nature of our product suite,
we face different degrees of competition with respect to each C.R.LM.E.S. module. We believe the principal basis on which we
compete with respect to all of our products are:

. the ability to integrate our modular products into a complete imaging and investigative system;
. our reputation as a reliable systems supplier;

. the usability and functionality of our products; and

. the responsiveness, availability and reliability of our customer support.

Our law enforcement product line faces competition from other companies such as Printrak International, Inc., DataWorks
Plus, and Digital Descriptor Systems, Inc. Internationally, there are often a number of local companies offering solutions in most
countries. Many of our competitors’ products in this niche offer basic image capture and storage, but lack the functionality of
integrated investigative products, including facial recognition and image editing and enhancement.

Hdentification Markets

Due to the breadth of our software offering in the secure ID market space, we face differing degrees of competition in certain
market segments. The strength of our competitive position is based upon:

. our strong brand reputation with a customer base which includes small and medium sized businesses, Fortune 500
corporations and large government projects;

. the ease of integrating our technology into other complex applications; and

. the leveraged strength that comes from offering customers software tools, packaged solutions and web-based
service applications that support a wide range of hardware peripherals.

Our software faces competition from Datacard Corporation, a privately held manufacturer of hardware, software and
consumables for the 1D market. There are also a considerable number of smaller software competitors such as Number Five
Software Ltd., Loronix Information Systems, Inc. and Fox Technology Pty Ltd. who compete in differing geographies, primarily in the
packaged product segment.
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Digital Photography Market

The market to provide digital systems to the professional photography market is evolving and we face competition from a
number of sources. We believe that the strength of our competitive position is based on:

. our Development and Licensing Agreement with Eastman Kodak Company (“Kodak™) as a supplier of software that
is bundled with their cameras and/or printers;

. our Development and Licensing Agreement with Mitsubishi Digital Electronics America (Mitsubishi) as a supplier
of software that is bundled with their printers;

. our Licensing Agreement with Herff Jones who is a major supplier of services to the school photography market
. a strong product mix comprised of applications for photographers, labs and studios;

. our dealer and qualified lab network;

. our support and training infrastructure;

. our ability to offer a package including software and our web hosting service; and

. the usability and functionality of our products.

Our software faces competition from Express Digital Inc., Photolynx, Pixel Photographies and Tri-Prism, Inc. Kodak and
Fuji Photo Film Co., Ltd. also offer professional photographers a solution that facilitates the flow of images from the studio to
professional lab that offers some of the functionality of our PDI Studio software solution.

Intellectual Property

We rely on trademark, trade secret, and copyright laws and confidentiality and license agreements to protect our intellectual
property. We have several unregistered and federally registered trademarks including the trademark ImageWare, as well as trademarks
for which there are pending trademark registrations with the United States Patent & Trademark Office. We license and depend on
intellectual property from third parties for our facial recognition product. We license search engine technology from Identix. Our
license from Identix is on a nonexclusive, worldwide basis and expires in October 2003.

Research And Development

Our research and development team is made up of 35 programmers, engineers and other employees. We spent approximately
$2.1 million on research and development in each of 2002 and 2001. We continually work to increase the speed, accuracy, and
functionality of our existing products. We anticipate that our research and development efforts will continue to focus on new
technology and products for the law enforcement, identification and digital photography markets.
Employees

As of March 13, 2003, we had a total of 118 full-time employees. Our employees are not covered by any collective
bargaining agreement, and we have never experienced a work stoppage. We believe that our relations with our employees are good.
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RISK FACTORS

WE CURRENTLY HAVE LIMITED CASH RESOURCES AND NEED ADDITIONAL FUNDING TO FINANCE OUR
WORKING CAPITAL REQUIREMENTS DURING THE NEXT TWELVE MONTHS.

We currently require financing to fund our anticipated working capital requirements during the next twelve months. We
anticipate that our existing resources will not be sufficient to enable us to maintain our current and planned operations for the next
twelve months and the report of our independent accountants included with this annual report. The report includes an explanatory
paragraph regarding our ability to continue as a going concern. We are seeking additional funding through public or private equity or
debt financing. There can be no assurance that additional financing will be available on acceptable terms, or at all. If we are required
to sell equity to raise additional funds, our existing shareholders may incur substantial dilution and any. shares so issued may have
rights, preferences and privileges superior to the rights, preferences and privileges of our outstanding Common Stock. Also, we may
be required to obtain funds through arrangements with third parties that require us to relinquish rights to certain of our technologies or
products that we would seek to develop or commercialize ourselves. In addition, our ability to raise additional capital may be
dependent upon the Company’s Common Stock being listed on the American Stock Exchange. We cannot guarantee that the
Company will be able to satisfy the criteria for continued listing on the American Stock Exchange.

WE HAVE A HISTORY OF SIGNIFICANT RECURRING LOSSES TOTALLING APPROXIMATELY $35.3 MILLION,
AND THESE LOSSES MAY CONTINUE IN THE FUTURE.

As of December 31 2002, we had an accumulated deficit of $35.3 million, and these losses may continue in the future. We
may need to raise capital to cover these losses, and financing may not be available to us on favorable terms. We expect to continue to
incur significant sales and marketing, research and development, and general and administrative expenses. As a result, we will need to
generate significant revenues to achieve profitability and may never achieve profitability.

THE HOLDERS OF OUR PREFERRED STOCK HAVE CERTAIN RIGHTS AND PRIVILEGES THAT ARE SENIOR
TO THE COMMON STOCK AND WE MAY ISSUE ADDITIONAL SHARES OF PREFERRED STOCK WITHOUT
SHAREHOLDER APPROVAL THAT COULD HAVE A MATERIAL ADVERSE EFFECT ON THE MARKET VALUE
OF THE COMMON STOCK.

Our Board of Directors has the authority to issue a total of up to 4,000,000 shares of preferred stock and to fix the rights,
preferences, privileges, and restrictions, including voting rights, of the preferred stock, which typically are senior to the rights of the
common shareholders, without any further vote or action by you and the other common shareholders. Your rights will be subject to,
and may be adversely affected by, the rights of the holders of the preferred stock that have been issued, or might be issued in the
future. Preferred stock also could have the effect of making it more difficult for a third party to acquire a majority of the outstanding
voting stock of ImageWare. This could delay, defer, or prevent a change in control. Furthermore, holders of preferred stock may have
other rights, including economic rights, senior to the common stock. As a result, their existence and issuance could have a material
adverse effect on the market value of the common stock. We have in the past issued, and, may from time to time in the future issue,
preferred stock for financing or other purposes with rights, preferences, or privileges senior to the common stock.

The provisions of our outstanding Series B Preferred Stock prohibit the payment of dividends on the common stock unless
the dividends on those preferred shares are first paid. In addition, upon a liquidation, dissolution or sale of ImageWare’s business, the
holders of the Series B Preferred Stock will be entitled to receive, in preference to any distribution to the holders of common stock,
initial distributions of $2.50 per share, plus all accrued but unpaid dividends.

Pursuant to the terms of our Series B Preferred Stock we are obligated to pay cumulative cash dividends on shares of Series
B Preferred Stock from legally available funds at the annual rate of $0.2125 per share, payable in two semi-annual installments of
$0.10625 each, which cumulative dividends must be paid prior to payment of any dividend on our Common Stock. As of December
31, 2002, the Company had cumulative undeclared dividends of $146,337.
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WE DEPEND UPON A SMALL NUMBER OF LARGE SYSTEM SALES COSTING FROM $300,000 TO $600,000, AND
WE MAY FAIL TO ACHIEVE ONE OR MORE LARGE SYSTEM SALES IN THE FUTURE.

In the past three years we have derived a substantial portion of our revenues from a small number of sales of large, relatively
expensive systems, typically ranging in price from $300,000 to $600,000. As a result, if we fail to receive orders for these large
systems in a given sales cycle on a consistent basis, our business could be significantly harmed. Further, our quarterly results are
difficult to predict because we cannot predict in which quarter, if any, large system sales will occur in a given year. As a result, we
believe that quarter-to-quarter comparisons of our results of operations are not a good indication of our future performance. In some
future quarters our operating results may be below the expectations of securities analysts and investors, in which case the market price
of our common stock may decrease significantly.

WE HAVE SIGNIFICANT SALES AND RECEIVABLE BALANCES FROM ONE CUSTOMER.

A substantial portion of our revenues and accounts receivable balances are dependent upon one customer. If we fail to
continue to sell to this customer and collect these accounts receivable we may experience insufficient funds which may affect our
ability to effectively implement our business plan causing our business to be significantly harmed. Insufficient funds may require
us to delay, scale back or eliminate some or all of our activities.

OUR LENGTHY SALES CYCLE MAY CAUSE US TO EXPEND SIGNIFICANT RESOURCES FOR AS LONG AS ONE
YEAR IN ANTICIPATION OF A SALE, YET WE STILL MAY FAIL TO COMPLETE THE SALE.

When considering the purchase of a large computerized booking or identification system, a government agency may take as
long as a year to evaluate different systems and obtain approval for the purchase. If we fail to complete a sale, we will have expended
significant resources and received no revenue in return. Generally, agencies consider a wide range of issues before committing to
purchase our products, including product benefits, ability to operate with their current systems, product reliability and their own
budgetary constraints. While potential customers are evaluating our products and before they place an order with us, we may incur
substantial selling costs and expend significant management effort to accomplish a sale.

A SIGNIFICANT NUMBER OF OUR CUSTOMERS ARE GOVERNMENT AGENCIES THAT ARE SUBJECT TO
UNIQUE POLITICAL AND BUDGETARY CONSTRAINTS AND HAVE SPECIAL CONTRACTING REQUIREMENTS
WHICH MAY AFFECT OUR ABILITY TO OBTAIN NEW GOVERNMENT CUSTOMERS.

A significant number of our customers are government agencies. These agencies often do not set their own budgets and
therefore have little control over the amount of money they can spend. In addition, these agencies experience political pressure that
may dictate the manner in which they spend money. Due to political and budgetary processes and other scheduling delays that may
frequently occur relating to the contract or bidding process, some government agency orders may be canceled or substantially delayed,
and the receipt of revenues or payments may be substantially delayed. In addition, future sales to government agencies will depend on
our ability to meet government contracting requirements, certain of which may be onerous or impossible to meet, resulting in our
inability to obtain a particular contract. Common requirements in government contracts include bonding requirements, provisions
permitting the purchasing agency to modify or terminate at will the contract without penalty, and provisions permitting the agency to
perform investigations or audits of our business practices.

WE MAY FAIL TO CREATE NEW APPLICATIONS FOR OUR PRODUCTS AND ENTER NEW MARKETS, WHICH
MAY AFFECT OUR FUTURE SUCCESS.

We believe our future success depends in part on our ability to develop and market our technology for applications other than
booking systems for the law enforcement market. If we fail in these goals, our business strategy and ability to generate revenues and
cash flow would be significantly impaired. We intend to expend significant resources to develop new technology, but the successful
development of new technology cannot be predicted and we cannot guarantee we will succeed in these goals.
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WE OCCASIONALLY RELY ON SYSTEMS INTEGRATORS TO MANAGE OUR LARGE PROJECTS, AND IF THESE
COMPANIES DO NOT PERFORM ADEQUATELY, WE MAY LOSE BUSINESS.

We are occasionally a subcontractor to systems integrators who manage large projects that incorporate our systems,
particularly in foreign countries. We cannot control these companies, and they may decide not to promote our products, or they may
price their services in such a way as to make it unprofitable for us to continue our relationship with them. Further, they may fail to
perform under agreements with their customers, in which case we might lose sales to these customers. If we lose our relationships with
these companies, our business may suffer.

WE RELY ON A LICENSE OF TECHNOLOGY FROM IDENTIX, INC., AND THIS LICENSE MAY BE TERMINATED
IN THE FUTURE.

We depend on a licensing arrangement with Identix for technology related to the search engine used in our systems. Our
current licensing arrangement with Identix terminates October 1, 2003. If Identix becomes unable or unwilling to continue to license
us this technology or to renew the terms of this license, we will have to identify or develop acceptable alternative sources of this
technology, which could take up to three months or longer. Any significant interruption in our ability to identify and contract with
alternative providers of similar technology or to develop our own search engine would result in delivery delays, which could harm our
customer relationships and our business and reputation.

WE DO NOT HAVE U.S. OR FOREIGN PATENT PROTECTION FOR OUR PRODUCTS, AND A COMPETITOR MAY
BE ABLE TO REPLICATE OUR TECHNOLOGY.

Our business is based in large part on our technology, and our success depends in part on our ability and efforts to protect our
intellectual property rights. If we do not adequately protect our intellectual property through copyrights and various trade secret |
protections afforded to us by law, our business will be seriously harmed. We do not have patent protection for our products. a

We license certain elements of our trademarks, trade dress, copyright and other intellectual property to third parties. We
attempt to ensure that our rights in our trade names and the quality of third party uses of our names are maintained by these third
parties. However, these third parties may take actions that could 51gmﬁcant1y impair the value of our intellectual property and our
reputation and goodwill.

In addition, international intellectual property laws differ from country to country. Any foreign rights we have in our
technology are limited by what has been afforded to us under the applicable foreign intellectual property laws. Also, under the laws of
certain foreign jurisdictions, in order to have recognizable intellectual property rights, we may be required to file applications with
various foreign agencies or officials to register our intellectual property. Accordingly, our ability to operate and exploit our technology
overseas could be significantly hindered.

WE HAVE ACQUIRED SEVERAL BUSINESSES AND FACE RISKS ASSOCIATED WITH INTEGRATING THESE
BUSINESSES AND POTENTIAL FUTURE BUSINESSES THAT WE MAY ACQUIRE.

We completed the acquisitions of Imaging Technology Corporation (“ITC"”), Goddard Technology Corporation
(“Goddard™), G & A Imaging, Ltd. (“G & A”), Castleworks LLC (“Castleworks™) and E-Focus West LLC (“E-Focus”). We plan to
continue to review potential acquisition candidates, and our business and our strategy includes building our business through
acquisitions. However, acceptable acquisition candidates may not be available in the future or may not be available on terms and
conditions acceptable to us.

Acquisitions involve numerous risks, including among others, difficulties and expenses incurred in the consummation of
acquisitions and assimilation of the operations, personnel and services and products of the acquired companies. Additional risks
associated with acquisitions include the difficulties of operating new businesses, the diversion of management’s attention from other
business concerns and the potential loss of key employees of the acquired company. If we do not successfully integrate the businesses
we may acquire in the future, our business will suffer.
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WE OPERATE IN FOREIGN COUNTRIES AND ARE EXPOSED TO RISKS ASSOCIATED WITH FOREIGN
POLITICAL, ECONOMIC AND LEGAL ENVIRONMENTS AND WITH FOREIGN CURRENCY EXCHANGE RATES.

With our acquisition of G & A, we have significant foreign operations and are accordingly exposed to risks, including among
others, risks associated with foreign political, economic and legal environments and with foreign currency exchange rates. Our results
may be adversely affected by, among other things, changes in government policies with respect to laws and regulations, anti-inflation
measures, CUITENCY conversions, remittance abroad and rates and methods of taxation.

ITEM 2. Description of Property.

Our corporate headquarters are located in San Diego, California where we occupy approximately 16,000 square feet of office
space. Our lease for this facility continues through July 2003 at a cost of approximately $24,600 per month. We are evaluating other
properties in the vicinity as well as working with our existing landlord to determine how best to meet our facility needs after July 2003.

Vacancy rates in our vicinity are relatively high and we do not foresee any difficulties meeting our space requirements. We occupy
approximately 26,685 square feet of office space in Stuttgart, Germany until September 2006 at a cost of approximately $14,200 per
month. We occupy 10,000 square feet in Gatineau, Province of Quebec. These premises are leased until May 2006 at a cost of
approximately $10,000 per month. We occupy approximately 5,500 square feet in Greenville, South Carolina. These premises are
leased until December 2006 at a cost of approximately $5,400 per month. We have under lease approximately 4,489 of office space
in Costa Mesa, California at a cost of approximately $10,500 per month. These premises are leased until July 2005. In the fourth
quarter of 2002, we moved this operation to our San Diego, California office and are working to sublease this facility. We occupy
approximately 1,700 square feet in Singapore. These premises are leased until August 2005 at a cost of approximately $1,300 per
month.

ITEM 3. Legal Proceedings.

We are involved in certain legal proceedings generally incidental to our normal business activities. While the outcome of
such proceedings cannot be accurately predicted, we do not believe the ultimate resolution of any such existing matters should have a
material effect on our financial position, results of operations or cash flows.

As disclosed in our Quarterly Report, Form 10-QSB as filed with the Commission on May 15, 2002, The Massachusetts
Institute of Technology and Electronics for Imaging filed a lawsuit against several defendants, including us. As of January 30, 2003,
we entered into a settlement agreement in which the plaintiffs agreed to dismiss the lawsuit, with prejudice, in exchange for the
payment of a settlement fee. The amount of the settlement was not significant and is recorded in the Company's financial statements at
December 31, 2002.

ITEM 4. Submission Of Matters To A Vote Of Security Holders.

No matters were submitted to a vote of our security holders during the fourth quarter of the fiscal year ended December 31,
2002.

1S5




PART II
ITEM 5. Market for Common Equity and Related Stockholder Matters.
Market Information.
Our Common Stock is quoted under the symbol “IW” on the American Stock Exchange.

The following table sets forth the high and low sales prices for our Common Stock as reported by the American Stock
Exchange for each quarter in 2001 and 2002:

2001 Fiscal Quarters High Low

FIrst QUATET c.ccoveniericrenitecstc e recereserier et esnse et nesesesasesnanssnanes 3 6.850 § 4.000
SECONA QUATTET ......veveierericeie ettt e e rr s reesnsasbstavasiesavans $ 6444 §$ 4.000
Third QUATTET......c.cvreerritereree e et eresensanaen e $ 8.140 $ 2.450
FOUIth QUATET .....ccovieeiiiereieetececreereeniseessere sertessnsesmasesssessssessanssrensssesenens $ 9350 $ 4.500
2002 Fiscal Quarters High Low

First Quarter $ 6.890 $ 4420
SeCONA QUATET ........covvnieiiirieceiecetee st sesesesessse i esessessnassesesesreennessebasens $ 6.490 $ 3.270
Third QUAITET.....c.ceveeerererercereerietsteetesste e sess e e s sesessebesesseesnteseraassnsensanncns $ 3.700 $ 1.400
FOUth QUATLET ....ecuveriiiecrtieiercevere et eses oo vesesesesasssrsessntesesrassnsesnasasas $ 4340 3 1.660

There is no public trading market for our preferred stock.

Holders.

As of April 11, 2003 there were approximately 134 holders of record of our Common Stock.
Dividends.

We have never declared or paid dividends on our Common Stock and do not anticipate paying any cash dividends on our
shares of Common Stock in the foreseeable future. Pursuant to the terms of our Series B Preferred Stock we are obligated to pay
cumulative cash dividends on shares of Series B Preferred Stock from legally available funds at the annual rate of $0.2125 per share,

payable in two semi-annual installments of $0.10625 each, which cumulative dividends must be paid prior to payment of any dividend
on our Common Stock. As of December 31, 2002, the Company had cumulative undeclared dividends of $146,337.
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Securities Authorized for Issuance Under Equity Compensation Plans.

Equity Compensation Plan Information
As of December 31, 2002

Number of securities remaining

Number of securities to be available for future issuance under
issued upon exercise of Weighted-average exercise equity compensation plans
outstanding options, warrants  price of outstanding options, (excluding securities reflected in
and rights warrants and rights _column (a))
(@ () (c)
Equity compensation plans
approved by security holders
1994 Employee Stock Option
Plan 121,708 § 5.28 28,245
1994 Nonqualified Stock
Option Plan 18,957 $ 8.39 -0-
1999 Stock Option Plan 347,400 $ 6.65 1,660
Equity compensation plans not
approved by security holders
2001 Equity Incentive Plan 909.613 $ 364 89.655
Total 1.397.678 $ 4.59 119.560

Plan Descriptions:

2001 Equity Incentive Plan: For a summary of the material terms of the 2001 Equity Incentive Plan, please see Note 11
to the financial statements included in this annual report on Form 10-KSB.

ITEM 6. Management’s Discussion and Analysis of Financial Condition and Results of Operations.
FORWARD-LOOKING STATEMENTS

The following discussion should be read in conjunction with the Consolidated Financial Statements and Notes thereto
included elsewhere within this report. Fluctuations in annual and quarterly results may occur as a result of factors affecting demand for
our products such as the timing of new product introductions by us and by our competitors and our customers’ political and budgetary
constraints. Due to such fluctuations, historical results and percentage relationships are not necessarily indicative of the operating
results for any future period.

OVERVIEW

We utilize our imaging technology to develop software used to create booking and investigative software solutions, smart
and secure identification systems and documents, and software for professional photographers. Our software systems and associated
hardware enable our customers to quickly capture, archive, search, retrieve and share digital photographs and associated text records.

Critical Accounting Policies and Estimates

Management’s Discussion and Analysis of Financial Condition and Results of Operations discusses ImageWare’s
consolidated financial statements, which have been prepared in accordance with accounting principles generally accepted in the
United States. The preparation of these financial statements requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and the disclosure of contingent assets and liabilities at the date of the financial statements
and the reported amounts of revenues and expenses during the reporting period.

We have identified the policies below as critical to our business operations and the understanding of our results of operations.

For a detailed discussion on the application of these and other accounting policies, see Note 1 in the Notes to the Consolidated
Financial Statements in Item 7 of this Annual Report on Form 10-KSB, beginning on page F-7.
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Revenue recognition

Our revenue recognition policy is significant because our revenue is a key component of our results of operations.
ImageWare Systems, Inc. recognizes revenue and profit as work progresses on long-term, fixed-price contracts involving significant
amount of hardware and software customization using the percentage of completion method based on costs incurred to date compared
to total estimated costs at completion. Revenue from contracts for which we cannot reliably estimate total costs or there are not
significant amounts of customization are recognized upon completion. Determining when a contract should be accounted for using the
percentage of completion method involves judgment. Critical items that are considered in this process are the degree of customization
and related labor hours necessary to complete the required work as well as ongoing estimates of the future labor hours needed to
complete the contract. Our revenue from periodic maintenance agreements is generally recognized ratably over the respective
maintenance periods provided no significant obligations remain and collectibility of the related receivable is probable. The Company
also generates non-recurring revenue from the licensing of its software. Software license revenue is recognized upon the execution of a
license agreement, upon deliverance, fees are fixed and determinable, collectibility is probable and when all other significant
obligations have been fulfilled. The Company also generates revenue from the sale of identification card media and other software.
Revenue for these items is recognized upon delivery of these products to the customer. The Company also generates revenue from the
sale of professional digital photography software. Revenue for these items is recognized upon delivery of these products to the

customer.
Allowance for doubtful accounts

ImageWare Systems, Inc. must make estimates of the uncollectibility of our accounts receivables. Management specifically
analyzes accounts receivable and analyzes historical bad debts, customer concentrations, customer credit-worthiness, current economic
trends and changes in our customer payment terms when evaluating the adequacy of the allowance for doubtful accounts. Our accounts
receivables balance was $3,295,000, net of allowance for doubtful accounts of $410,000 as of December 31, 2002, As of
December 31, 2002, one customer accounted for 26% of total accounts receivable.

Valuation of goodwill and other intangible assets

We assess impairment of goodwill and identifiable intangible assets whenever events or changes in circumstances indicate
that the carrying value may not be recoverable. Factors we consider important which could trigger an impairment review include the

following:

. Significant underperformance relative to historical or expected future operating results;
. Significant changes in the manner of our use of the acquired assets or the strategy of our overall business;
. Significant negative industry or economic trends;

When we determine that the carrying value of goodwill and other intangible assets may not be recoverable based upon the
existence of one or more of the above indicators of impairment, we measure any impairment based upon fair value methodologies.
Goodwill and other net intangible assets amounted to $6,859,000 as of December 31, 2002. The Company has recorded goodwill and
other net intangibles of $6,402,000 at December 31, 2002 resulting from its acquisitions of G & A and Castleworks and E-Focus on
March 30, 2001 and August 10, 2001, respectively.

In 2002, Statement of Financial Accounting Standards (“SFAS”) No. 142, “Goodwill and Other Intangible Assets” became
effective and as a result, we ceased to amortize goodwill. In lieu of amortization, we performed an initial impairment review of our
goodwill in 2002 and will perform an annual impairment review thereafter in the fourth quarter of our fiscal year. Completion of our
initial impairment test indicated there was no goodwill impairment. We also performed our annual impairment review as of December
31, 2002 based upon our 2003 operating plan. This annual impairment review indicated there was no goodwill impairment. Both of
these tests were conducted by determining and comparing the fair value of our reporting units, as defined in SFAS 142, to the
reporting unit's carrying value as of that date. Our reporting units are Law Enforcement, Identification and Digital Photography. There
are many management assumptions and estimates underlying the determination of an impairment loss, and estimates using different,
but reasonable, assumptions could produce significantly different results. Significant assumptions include estimates of future levels of
revenues and operating expenses. Therefore, the timing and recognition of impairment losses by us in the future, if any, may be highly
dependent upon our estimates and assumptions. There can be no assurance that goodwill impairment will not occur in the future.
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The selected statement of operations data and balance sheet data presented below set forth a summary of data relating to our
results of operations. This data has been derived from our audited consolidated financial statements and should be read in conjunction

with the financial statements and notes included elsewhere in this report.

STATEMENT OF OPERATIONS DATA:

REVENUES ..ottt
COSt OF TEVEIUES ....vovicveeirereie ettt st se s bbbt aeesnraenen
GTOSS PIOTIE. .ottt et sttt b st s
OPETatiNg EXPENSES ....ovueveueeeucrerreerrieecersiereereesereseesressseseseaesssersasesecssresereesones
L08S fTOmM OPETAtionS........ovvevvvsieereeiricniniee et et s nenes
Interest expense (INCOIME), NBL.......ccvivrrirerieenrreeeriisireces e reeterreeniessrieesien
Other (iNCOME) EXPENSE, NEL .vevrrrvricorireirersreeirieesriieirasssssssseseessisreressenensses
Loss before income taxes and extraordinary items. .......c.covverevereiineennenenee
INCOME taX BENEEIL......vvereieeeirce et e bbb
NEE 0SS ...ttt
Basic 1088 PET SATE ..cc.oveviiiiieeiieeereenie et
Weighted average shares (basic and diluted)........coooevniiniincnciinninns

BALANCE SHEET DATA

Accounts 1eCeIVADIE, NEL .........ocviiiiieiire et eras
TOVENIOTIES ...ttt sttt b et senss e b saes s ssessas s snsseneserenas
Other CUITENE ASSEIS ...vovivereeriierecicereiiiiensreetesetieseessreerereseessebessesesserssenserensens
Property and eqUIPMENt, NEL..........ccciivieiiiies et
INtANGIDIES, NEL ...ttt ens b nnas
Goodwill........

Total assets
Total current Habilities ...........cocoevoiiiieieeceeeee ettt enes
Long-term Habilities .........cccoovveiiinciinieice e
TOtal HADIHEES. ..cvcirieiereiritiet ettt st st sa b r e n b ebesaanenas

YEARS ENDED DECEMBER 31, 2002 AND 2001

Year Ended December 31,

2002 2001

$ 18,255,693 § 16,253,005
$ 8,296,447 § 7,199,274
$ 9,959,246 $ 9,053,731
$ 14,089,018 $ 15,287,679
$ (4,129,772) $ (6,233,948)
$ 652,392 §$ (127,405)
$ (53,575) § 11,194
$ (4,728,589) $ (6,117,737)
$ 120,341 § (184,828)
$ (4,848,930) $ (5,932,909)
$ (090) $ (1.22)

5,483,973 4,937,588

Year End

2002 2001

$ 214,937 § 387,773
$ 3,294932 § 4,475,787
$ 1,882,082 § 950,203
$ 422,382 $ 990,786
$ 1,040,915 § 1,188,899
3 1,561,545 § 2,478,298
3 5,297,627 § 4,838,317
3 14,518,246 $ 15,843,630
$ 6,958,314 § 6,108,313
3 1,658,432 § 209,569
b 8,616,746 $ 6,317,882
$ 5,901,500 § 9,525,748

The following management’s discussion and analysis of financial condition and results of operations is based upon our law

enforcement, identification and digital photography segments.

TWELVE MONTHS
ENDED
Net Product Revenues DECEMBER 31,
2002 2001 — SChange % Change
Product revenues:
Law Enforcement.........ccocoveimecnerinininncneneeeenns 3 2,065,121 § 3,887,648 §  (1,822,527) -47%
Percentage of total net product revenue................ 13% 28%
[dentification Group ....c....coceeeeervrcrrerereereecrenens $§ 12,160,050 § 9,286,713 % 2,873,337 31%
Percentage of total net product revenue................ 80% 67%
Digital Photography........ccovvrrrenneriieereeieinenen, $ 890,595 § 722,833 § 167,762 23%
Percentage of total net product revenue................ 6% 5%
Total net product TEVENUES .....c.ccvveenrrierorerieeareenen, § 15115766 § 13.897.194 § 1,218.572 9%
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Product revenues increased 9% from $13,897,000 for the year ended December 31, 2001 to $15,116,000 for the
corresponding period in 2002. Product revenues related to our law enforcement products decreased 47% from $3,888,000 for the year
ended December 31, 2001 to $2,065,000 for the corresponding period in 2002. We believe that the decrease in law enforcement
product revenues is reflective of a decrease in government procurement. We believe that the increase in terrorism during the past year
has created heightened interest in the ability of law enforcement and other government agencies to be able to efficiently retrieve,
analyze and share information from their respective criminal databases. We also believe that government agencies and private entities
will react to the increased terrorism by reevaluating and upgrading their ability to positively identify and track their employees,
consultants and visitors. We anticipate that these factors will increase overall demand for the Company’s products, however, we
cannot predict the timing of the shift in demand.

Product revenues from identification card systems, software and related consumables increased 31% from $9,287,000 for the
year ended December 31, 2001 to $12,160,000 for the corresponding period in 2002 due primarily to the effect of our acquisitions of
G & A on March 30, 2001. Revenues also increased due to higher sales of hardware and print media consumables driven primarily by
increased demand for out next generation card printer and related print media consumables. We believe that government agencies and
private entities will react to increased terrorism by reevaluating and upgrading their ability to positively identify and track their
employees, consultants and visitors.

Revenues related to our digital photography products increased 23% or $168,000 for the twelve months ended December 31,
2002 as compared to the corresponding period in 2001. This revenue increase is due primarily to our acquisition of this business
August 10, 2001. On an annualized basis, revenues related to our Digital Photography products decreased due primarily to our
selling of software only solutions in 2002 as compared to 2001 which included significant sales of hardware.

Our backlog of product orders as of December 31, 2002 was approximately $602,000.

TWELVE MONTHS
ENDED
Maintenance Revenues DECEMBER 31,
2002 2001 $ Change % Change
Maintenance revenues :
Law EnfOorcement..........oovoveeevvviniiiiire e ceeseeni s $ 2,182,524 $§ 1,734,202 § 448,322 26%
Percentage of total net maintenance revenue................ 69 % 74 %
Identification Group .........ccoeevviiicricciee et h) 928,403 3 613,089 § 315,314 51%
Percentage of total net maintenance revenue................. 30% 26%
Digital PROtOGraphy........c.cceorvivvernivieerrreninnnieevesseneesosenns $ 29,000 § 8,520 $ 20,480 240%
Percentage of total net maintenance revenue................. 1% 0%
Total net maintenance reVenuEs............cvcoueecereerrrrerneenveens $ 3139927 § 2355811 § 784.116 33%

Maintenance revenues increased 33% from $2,356,000 for the year ended December 31, 2001 to $3,140,000 for the
corresponding period in 2002. Maintenance revenues related to law enforcement products increased 26% from $1,734,000 for the year
ended December 31, 2001 to $2,183,000 for the corresponding period in 2002. This increase is due primarily to the expansion of our
installed base in the law enforcement market. Maintenance revenues related to identification products increased $315,000 during the
year ended December 31, 2002 due primarily to our acquisition of G & A on March 30, 2001.

TWELVE MONTHS
ENDED
Cost of product revenues DECEMBER 31,
2002 2001 $ Change % _Change
Cast of Product Revenues:
Law Enforcement.........c.ooooveeviceeieiiireceveeseresvesve v $ 787,819 § 1,348,305 § (560,486) -42%
Percentage of Law Enforcement product revenue ......... 38% 35%
Identification GIOUP .....cccevceererieireee e ee e § 6,073,574 § 4,132,441 $ 1,941,133 47%
Percentage of Identification Group product revenue...... 50% 44%
Digital Photography.........ccoovreneinninscnncnnniniecenenes $ 198,738 § 402,872 §  (204,134) -51%
Percentage of Digital Photography product revenue ..... 22% 56%
Total product cost 0f TEVENUES.......ccovvvivvemrerrernreirirrinierenns § 7.060.131 $ 5883618 § 1.176.513 20%
Percentage of total product revenues............occeveerecnes 47% 2%
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Cost of law enforcement product revenue as a percentage of law enforcement product revenue increased 3% from 35% for
the year ended December 31, 2001 to 38% for the corresponding period in 2002. This percentage change is due to the product mix of
law enforcement product sales. Costs of products can vary as a percentage of product revenue from period to period depending upon
product mix and the hardware content included in systems installed during a given period. The dollar decrease of $560,000 or 42%
for the twelve months ended December 31, 2002 as compared to the corresponding period in 2001 reflects the decrease in law
enforcement revenues in 2002.

Costs of identification products increased 47% from $4,132,000, or 44% of revenue, for the year ended December 31, 2001
to $6,074,000, or 50% of revenue, for the corresponding period in 2002. Cost of identification products as a percentage of
identification product revenue can vary depending upon factors such as product mix, hardware and software content and amount of
identification card media sold. The dollar increase of $1,941,000 reflects the acquisition of G & A, completed on March 30, 2001, and
the inclusion of G & A’s cost of product revenues for twelve months in 2002 versus nine months in 2001 based on the date of
acquisition. '

Costs of Digital Photography product revenues as a percentage of Digital Photography product revenues decreased from
56% for the twelve months ended December 31, 2001 to 22% for the corresponding period in 2002. Both the percentage decrease and
dollar decrease reflects 2002 product sales of software only solutions as compared to hardware and software solutions sold in 2001.

TWELVE MONTHS
ENDED
Maintenance cost of revenues 0 DECEMBER31,
2002 2001 $ Change  ___ % Change
Maintenance cost ef revenues:
Law EnfOrcement......ccoovvivvvvceveeiieie e eiteeens s st esee e $ 786,348 § 968,734 § (182,386) -19%
Percentage of Law Enforcement maintenance revenue.. 36% 56%
Identification Group .........cccocoveerecrnmiicee et $ 449,968 § 171,328 § 278,640 163%
Percentage of Identification maintenance revenue......... 48% 28%
Digital Photography.......ccoeeceieviererernererceneins v $ - 38 594 % (594) N/A
Percentage of Digital Photography maintenance revenue
................................................................................... -% 7%
Total maintenance cost 0f TEVENUES........cecveervverecnrieseennns $ 1236316 $ 1140656 $ 95,660 8%
Percentage of total maintenance revenues .............cce.... 39% 48%

Cost of law enforcement maintenance revenue decreased 19% from $969,000, or 56% of law enforcement maintenance
revenue for the year ended December 31, 2001 to $786,000, or 36% of law enforcement maintenance revenues for the corresponding
period in 2002. The percentage decrease of law enforcement cost of sales to law enforcement maintenance revenues is due to a larger
revenue base over which to absorb fixed maintenance costs. Also contributing to the reduction in cost of law enforcement maintenance
revenues was the movement of certain help desk functions to our Canadian office resulting in lower personnel costs.

Costs of identification maintenance revenues increased 163% from $171,000 or 28% of identification maintenance revenue
for the year ended December 31, 2001 to $450,000 or 48% of identification maintenance revenues for the corresponding period in
2002. The dollar increase of $279,000 is reflective of our timing of our acquisition of G & A and the inclusion of maintenance cost of
revenues for an entire twelve month period in 2002 as compared to only nine months in 2001 along with higher costs of maintenance
reventes internationally.

TWELVE MONTHS
ENDED
Product gross profit DECEMBER 31,
2002 2001 $Change _ __ % Change _
Law Enforcement........c.oocoovviivieiiciereee et $ 1,277,302 § 2,539,343  § (1,262,041) -50%
Percentage of Law Enforcement product revenue ......... 62% 65%
Identification Group ....cooovvvevivceveenrie e eevevesesrens $ 6,086,476 $ 5,154,272  § 932,204 18%
Percentage of Identification product revenue................. 50% 56%
Digital Photography......cccocovuvreeniniincnnieere e $ 691,857 % 319,961 § 371,896 116%
Percentage of Digital Photography product revenue ..... 78% 44 %
Total product gross Profit.........cccovevevriinsveneneniireirisiennnns § 8055635 § 8,013.576 $ 42,059 1%
Percentage of total product revenues...........cccooeveviennn. 53% 58%
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Law enforcement product gross margins as a percentage of law enforcement product revenues decrease from 65% for the
twelve months ended December 31, 2001 to 62% for the corresponding period in 2002. This percentage change is due to the product
mix of law enforcement product sales. Gross profit of law enforcement products can vary as a percentage of product revenue from
period to period depending upon product mix and the hardware content included in systems installed during a given period. The
dollar decrease of $1,262,000 or 50% for the twelve months ended December 31, 2002 as compared to the corresponding period in
2001 reflects the decrease in law enforcement revenues in 2002.

Gross margins related to identification products as a percentage of identification product revenue decreased from 56% of
revenues for the year ended December 31, 2001 to 50% of revenues for the corresponding period in 2002. Gross profit of
identification products as a percentage of identification product revenue can vary depending upon factors such as product mix,
hardware and software content and amount of identification card media. The dollar increase of $932,000 reflects the acquisition of
G & A, completed on March 30, 2001, and the inclusion of G & A’s product gross margins for twelve months in 2002 versus nine
months in 2001 based on the date of acquisition.

TWELVE MONTHS
ENDED
Maintenance gross profit DECEMBER 31,
2002 2001 $ Change % Change
Maintenance gross profit
Law ENfOrcement......ccccvvvvvieieireiiiieieriereeseenrcresieseenaeesans $ 1,396,177 $ 765,468 § 630,709 82%
Percentage of Law Enforcement product revenue ......... 64 % 44%
Identification GroUD ........ccccovvevevereirieeiere et $ 478434 § 441,761 § 36,673 8%
Percentage of Identification product revenue ................ 52% 72%
Digital Photography.........cccccceeverivmninnrenrirerenrennsesvennes $ 29,000 § 7926 § 21,074
Percentage of Digital Photography maintenance revenue
................................................................................... 100% 93%
Total maintenance gross profit ........oc.ovvveeeevervnrcereeeninnnns $ 1903611 $ 1215155 § 688.456 57%
Percentage of total maintenance revenues ..................... 60% 52%

Gross profit related to law enforcement maintenance revenues increased 82% from $765,000 or 44% of law enforcement
maintenance revenue for the twelve months ended December 31, 2001 to $1,396,000 or 64% of law enforcement revenues for the
corresponding period in 2002. This increase is reflective of a larger maintenance revenue base over which to absorb fixed maintenance
costs in conjunction with lower personnel costs resulting from the movement of certain help desk function to our Canadian office
resulting in lower personnel costs.

Gross profit related to identification maintenance revenues increased 8% from $442,000 or 72% of identification
maintenance revenues for the year ended December 31, 2001 to $478,000 or 52% for the corresponding period in 2002,

TWELVE MONTHS
ENDED
Operating expenses DECEMBER 31,
2002 2001 $ Change % Change
General & administrative................ 6,911,228 § 6,631,995 § 279,233 4%
Percentage of total net revenue... 38% 41%
Sales and marketing.............c.......... 4,204,613 § 4,120,881 $ 83,732 2%
Percentage of total net revenue... 23% 25%
Research & development................ 2,078,777 § 2,090,054 $ (11,277) 1%
Percentage of total net revenue... 11% 13%
Depreciation and amortization........ 894,400 $ 2,444749 § (1,550,349) -63%
Percentage of total net revenue... 5% 15%
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General and administrative expenses

General and administrative expenses are comprised primarily of salaries and other employee-related costs for executive,
financial, and other infrastructure personnel. General legal, accounting and consulting services, insurance, occupancy and
communication costs are also included with general and administrative expenses. Such expenses, as a percentage of total revenues,
decreased from 41% for the year ended December 31, 2001 to 38% for the corresponding period in 2002. This decrease is reflective
of our efforts in 2002 to consolidate certain functions and existing infrastructures while maintaining operational efficiencies. The
dollar increase is also reflective of these efforts as the year ending December 31, 2002 contains a full twelve months of the acquired
infrastructure of G & A and Digital Photography as compared to the 2001 year which contains the expenses from the date of
acquisition through the end of the year. We are continuing to focus our efforts on achieving additional future operating efficiencies by
reviewing and improving upon existing business processes and evaluating our cost structure. We believe these efforts will allow us to
continue to gradually decrease our level of general and administrative expenses expressed as a percentage of total revenues.

Sales and marketing expenses

Sales and marketing expenses consist primarily of the salaries, commissions, other incentive compensation, employee
benefits and travel expenses of our sales force. Such expenses, as a percentage of total revenues, decreased from 25% for the year
ended December 31, 2001 to 23% for the corresponding period in 2001. The dollar increase of $84,000 or 2% is due primarily to the
acquired sales and marketing force of G & A, Castleworks, and E-Focus being included in the results of operations for twelve months
in 2002 as compared nine months for G &A and five months for Castleworks and E-Focus based on the date of acquisition of these
businesses in 2001.

Research and development expenses

Research and development costs consist primarily of salaries, employee benefits and outside contractors for new product
development, product enhancements and custom integration work. Such expenses, as a percentage of total net revenues, decreased
from 13%, or $2,090,000 for the year ended December 31, 2001 to 11%, or $2,079,000 for the corresponding period in 2002. This
level of research and development expenditures reflects our belief that to maintain our competitive position in markets characterized
by rapid rates of technological advancement, we must continue to invest significant resources in new systems and software as well as
continue to enhance existing products.

Depreciation and amortization

Depreciation and amortization decreased $1,550,000 from $2,445,000 for the year ended December 31, 2001 to $894,000
for the corresponding period in 2002. This decrease is due primarily from our adoption of the provisions of Financial Accounting
Standards No. 142, “Goodwill and Other Intangible Assets” (“FAS 142"). Under FAS 142, goodwill and intangible assets with
indefinite lives are no Jonger amortized but are reviewed annually (or more frequently if impairment indicators arise) for impairment.
Separable intangible assets that are not deemed to have indefinite lives will continue to be amortized over their useful lives. The
amortization provisions of FAS 142 applied immediately to and intangible assets acquired after June 30, 2001. For the twelve months
ended December 31, 2001, we recorded amortization expense of approximately $1,609,000 related to goodwill and acquired
workforce that is no Jonger being amortized in fiscal year 2002 under the provisions of FAS 142,

Stock-based compensation

For the years ended December 31, 2002 and 2001, we recognized non-employee stock-based compensation expense of $0
and $35,000 respectively, related to the issuance of stock purchase warrants as compensation for services rendered. During the year
ended December 31, 2002, no warrants were provided as compensation for services rendered. Such expenses are classified as part of
general and administrative expense.

Interest expense, net

For the year ended December 31, 2002, we recognized interest income of $49,000 and interest expense of $701,000. For the
year ended December 31, 2001, we recognized interest income of $185,000 and interest expense of $58,000. Interest income
decreased due to lower levels of cash and cash equivalents held in interest bearing accounts, resulting primarily from our use of cash to
fund our net loss. Interest expense increased due to increases in notes payable and line of credit facilities the proceeds of which were
used to fund operations.
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In May 2002, the Company issued a senior secured promissory note for $2,000,000 at an interest rate of 12.5%, due May 22,
2004. The note is convertible into common shares of the Company at $4.31 per share. In conjunction with the note, the Company
issued a warrant to purchase 150,000 shares of common stock at $4.74 per share. The Company has recorded the note net of a
discount equal to the fair value allocated to the warrants issued of approximately $537,000.

The convertible note also contained a beneficial conversion feature, which resulted in additional debt discount of $537,000.
The beneficial conversion amount was measured using the accounting intrinsic value, i.e. the excess of the aggregate fair value of the
common stock into which the debt is convertible over the proceeds allocated to the security. The Company is accreting the beneficial
conversion feature as interest expense over the life of the note. For the twelve months ended December 31, 2002, the Company
recorded $326,212 as interest expense from the amortization of the discount related to the fair value of the warrants and from the
accretion of the beneficial conversion feature.

Liguidity and capital resources

As of December 31, 2002, we had total current assets of $5,874,000 and total current liabilities of $6,958,000, or negative
working capital of $1,084,000. At December 31, 2002 and 2001, we had available cash of $215,000 and $388,000, respectively. As of
December 31, 2002, we also had $60,000 in restricted cash securing our San Diego, California facility lease.

Net cash used in operating activities was $2,068,000 for the year ended December 31, 2002 as compared to $2,186,000 for
the corresponding period in 2001. We used cash to fund net losses of $3,512,000, excluding non-cash expenses (depreciation and
amortization) of $1,337,000 for the year ended December 31, 2002. We used cash to fund net losses of $3,430,000 excluding non-
cash expenses (depreciation and amortization) of $2,502,000 for the corresponding period in 2001. For the year ended December 31,
2002, we generated cash of $880,000 through reductions in current assets and by increases in current and long-term liabilities of
$564,000 (excluding debt). In 2001, we generated cash of $310,000 through reductions in current assets and generated cash by
increases in current liabilities of $934,000 (excluding debt).

Net cash used by investing activities was $516,000 for the year ended December 31, 2002 as compared to $3,812,000 for the
corresponding period in 2001. For the year ended December 31, 2002, we used cash to fund capital expenditures of computer
equipment and software, furniture and fixtures and leasehold improvements of approximately $355,000. The level of equipment
purchases resulted primarily from continued growth of the business and replacement of older equipment. In 2002, we also used cash of
$161,000 to repay advances from related stockholders. In 2001, we used cash of $427,000 to fund capital expenditures of computer
equipment and software, furniture and fixtures and leasehold improvements. In 2001, we also used cash of approximately $3,280,000
to fund our acquisitions of G & A and Castleworks and E-Focus which includes cash to the selling shareholders and direct deal
transaction costs. In 2001, we used cash to repay advances from related stockholders of $105,000.

Net cash provided by financing activities was $2,262,000 for the year ended December 31, 2002. We generated cash of
$2,000,000 from the proceeds of our issuance of a senior secured convertible promissory note payable offset by $384,000 in debt
issuance costs and generated cash of $500,000 from our issuance of a demand promissory note. We generated cash of $166,000 from
short-term borrowings under a bank line of credit agreement. We also generated cash of $1,000 from the exercise of stock options. In
2002, we used cash of $21,000 for the repayment of notes payable. For the year ended December 31, 2001, cash used by financing
activities was $477,000. We used cash of $583,000 for the repayment of notes payable offset by $106,000 in proceeds received from
the exercise of stock options.

, We conduct operations in leased facilities under operating leases expiring at various dates through 2006. Additionally, we

have acquired certain equipment under capital leases which expire at various dates through 2006. In conjunction with our San Diego,
California leased facility; we are contingently liable under an irrevocable letter of credit in the amount of $30,000. The letter of credit
expires July 31, 2003. We also have various short-term notes payable and capital lease obligations due at various times during 2003.
The following table sets forth a summary of our obligations under operating leases, capital leases, notes payable and irrevocable letters
of credit for the next five years:
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2003 2004 2005 2006 2007 Total

Minimum annual lease payments under
operating leases .............ccocvrvennnnne $ 657000 § 497,000 § 477,000 § 255000 § 0 $ 1,886,000

Minimum annual payments under notes
payable and capital lease obligations $ 1,004,000 S 2,002,000 $ 2,000 $ 1,000 $ 0 § 3,009,000

Other commercial commitments:

Standby letters of credit ......cooverrnrnanns $ 30,000 § 0 3 0 8 0 8 0 3 30,000

Total contractual cash obligations and

other commercial commitments....... $ 1691000 $ 2499000 $ 479000 $ 2356000 3 0 $ 4925000

The report of the Company’s independent accountants included with this Annual Report contains an explanatory paragraph
regarding our ability to continue as a going concern. The Company is seeking additional financing that we believe is necessary to fund
our working capital requirements for at least the next twelve months in conjunction with the successful implementation of our business
plan, Our business plan includes, among other things, the monitoring and controlling of operating expenses, collection of significant
trade and other accounts receivables, and controlling of capital expenditures. If we are unable to secure additional financing or
successfully implement our business plan, we will be required to seek funding from alternate sources and/or institute significant cost
reduction measures. We may seek to sell equity or debt securities, secure a bank line of credit, or consider strategic alliances. The sale
of equity or equity related securities could result in additional dilution to our shareholders. There can be no assurance that additional
financing, in any form, will be available at all or, if available, will be on terms acceptable to the Company. In addition, our ability to
raise additional capital may be dependent upon the Company’s Commeon Stock being quoted on the American Stock Exchange. There
can be no assurance that the Company will be able to satisfy the criteria for continued listing on the American Stock Exchange.
Insufficient funds may require us to delay, scale back or eliminate some or all of our activities, and if we are unable to obtain
additional funding there is substantial doubt about our ability to continue as a going concemn.

New Accounting Pronouncements

In December 2002, the FASB issued SFAS 148 — 4ccounting for Stock-Based Compensation — Transition and
Disclosure — an amendment of FAS 123. Accounting for Stock-Based Compensation was issued to provide alternative methods of
transition for a voluntary change to the fair value based method of accounting for stock-based employee compensation. In
addition, this Statement amends the disclosure requirements of Statement 123 to require prominent disclosures in both annual and
interim financial statements about the method of accounting for stock-based employee compensation and the effect of the method
used on reported results. The adoption of this statement did not have a material effect on the Company’s results of operations or
financial condition. The disclosure provisions of FAS 148 are effective for, and are reflected in, the Company’s 2002 financial
statements.

In November 2002, the FASB issued FASB Interpretation No. 45 (“FIN 45™), — “Guarantor’s Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others.” FIN 45 requires that a
liability be recorded in the guarantor’s balance sheet upon issuance of a guarantee. In addition, FIN 45 requires disclosures about
the guarantees that an entity has issued, including a rollforward of the entity’s product warranty liabilities. The Company will
apply the recognition provisions of FIN 45 prospectively to guarantees issued after December 31, 2002. The disclosure provisions
of FIN 45 are effective for the 2002 financial statements; however no new disclosures were deemed necessary. The adoption of
FIN 45 is not expected to have a material effect on the Company’s results of operations or financial condition.

In November 2002, the Emerging Issues Task Force (EITF) issued Issue No. 00-21, “Accounting for Revenue
Arrangements with Multiple Deliverables.” This issue addresses determination of whether an arrangement involving more than
one deliverable contains more than one unit of accounting and how arrangement consideration should be measured and allocated
to the separate units of accounting. EITF Issue No. 00-21 will be effective for revenue arrangements entered into in fiscal periods
beginning after June 15, 2003 or the Company may elect to report the change in accounting as a cumulative-effect adjustment. The
Company is reviewing EITF Issue No. 00-21 and has not yet determined the impact this issue will have on its results of operations
and financial condition.
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ITEM 7. Financial Statements.

The financial statements for fiscal years ended December 31, 2002 and 2001 are included herein following Part III, Item 13,
and are filed as part of this report.

ITEM 8. Changes in and Disagreements with Accountants on Accounting and Financial Disclosures.
None.
PART III
ITEM 9. Directors, Executive Officers, Promoters and Control Persons; Compliance with Section 16(a) of the Exchange Act.

The information concerning the identification and business experience of our directors is set forth in the definitive proxy
statement for the 2003 Annual Meeting of Shareholders under the heading “Proposal 1—Election of Directors,” which information is
incorporated herein by reference.

The information concerning the identification and business experience of our executive officers is set forth in the definitive
proxy statement for the 2003 Annual Meeting of Shareholders under the heading “Executive Officers,” which information is
incorporated herein by reference.

The information concerning compliance with Section 16(a) of the Exchange Act is set forth in ImageWare’s definitive proxy
statement for the 2003 Annual Meeting of Shareholders under the heading “Security Ownership of Certain Beneficial Owners and
Management—Section 16(a) Beneficial Ownership Reporting Compliance,” which information is incorporated herein by reference.

ITEM 10. Executive Compensation.

The information concerning executive compensation is set forth in the definitive proxy statement for the 2003 Annual
Meeting of Shareholders under the heading “Executive Compensation,” which information is incorporated herein by reference.

ITEM 11. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters.

The information concerning securities authorized for issuance under equity compensation plans is set forth in Item 5
above.

The information concerning security ownership of certain beneficial owners and management is set forth in the definitive
proxy statement for the 2003 Annual Meeting of Shareholders under the heading “Security Ownership of Certain Beneficial Owners
and Management,” which information is incorporated herein by reference.

ITEM 12. Certain Relationships and Related Transactions.

The information concerning certain relationships and related transactions is set forth in the definitive proxy statement for the
2003 Annual Meeting of Shareholders under the heading “Certain Transactions,” which information is incorporated herein by
reference.
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ITEM 13. Exhibits, Lists and Reports on Form 8-K.

@

Exhibit
Number

Exhibits.

Description

3.1

32

4.1

4.2

4.3

44

4.5

4.6

4.7

4.8

4.9

10.1

10.2

10.3

104

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13

Amended and Restated Articles of Incorporation(1)

Bylaws(1)

Form of Common Stock Certificate(!)

Form of Public Warrant(1)

Form of Representatives” Warrant(1)

Form of Warrant and Unit Agreement(1)

Stock Purchase Warrant in favor of Naoya Harano dated November 10, 1999(1)

Form of Warrant (Former XImage Shareholders)(1)

Form of Warrant {Former XImage Officers, Noteholders and Other Investors)(1)

Form of Warrant (officers and directors)(1)

Warrant to Purchase Common Stock in favor of Imperial Bank(1)

Employment Agreement with S. James Miller dated January 1, 1996, as amended September 2000(2)
Employment Agreement with Wayne G. Wetherell dated April 1, 1997, as amended March 1, 1999(1)

Amendment, dated April 27, 2002, to the Employment Agreement between Registrant and Wayne G. Wetherell dated
April 1, 1997, as amended on March 1, 1999(3)

Employment Agreement with Paul J. Devermann dated July 20, 1997, as amended March 1, 1999(1)

Amendment, dated February 28, 2002, to the Employment Agreement between Registrant and Paul J. Devermann
dated July 20, 1997, as amended on March 1, 1999(4)

Employment Agreement with William Ibbetson dated November 15, 2000(5)

Employment Agreement with Lori Rodriguez dated April 15, 2001(6)

Form of Indemnity Agreement entered into by the registrant with its directors and executive officers(1)
Membership Interest Purchase Agreement between the Registrant and Castle Holdings(7)

1994 Employee Stock Option Plan(1)

1994 Nonqualified Stock Option Plan(1)

1999 Stock Option Plan(1)

2001 Equity Incentive Plan(8)
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Exhibit
Number

Description

10.14  Lease between Thornmint I and the Company dated June 9, 1998(1)

10.15  Sublease between Castleworks LLC and Paine and Associates dated September 28, 1998(9)

1

0.16  Commercial Lease between I.W. Systems Canada Company and 3840743 Canada, Inc. dated April 12, 2001(2)

10.17  Commercial Lease between BOS GmbH & Co. KG and Digital Imaging International GmbH dated June 20, 2001(9)

10.18  Value Added Reseller Agreement with Visionics Corporation dated October 1, 2001T(10)

10.19  Note and Warrant Purchase Agreement dated May 22, 2002 (Perseus)(11)

10.20  Pledge and Security Agreement for ImageWare Systems, Inc. dated May 22, 2002 (Perseus)(11)

10.21  Registration Rights Agreement dated May 22, 2002 (Perseus)(11)

10.22  Senior Secured Convertible Promissory Note dated May 22, 2002(Perseus)(11)

10.23  Warrant to Purchase Common Stock dated May 22, 2002 (Perseus)(11)

21.1  Subsidiaries of the Small Business Issuer
23.1  Consent of PricewaterhouseCoopers LLP, independent accountants

99.1  Certification by Chief Executive Officer and Chief Financial Officer pursuant to Section 906 of the Sarbanes-Oxley
Act

D
@

)
@
®)
©
I
®)
)
(10)
(an

Incorporated by reference to the Registration Statement on Form SB-2, as filed with the Commission on December 20,
1999 (No. 333-93131), as amended.

Incorporated by reference to the Registration Statement on Form S-3, as filed with the Commission on June 29, 2001
(No. 333-64192).

Incorporated by reference to the Quarterly Report, Form 10-QSB as filed with the Commission on August 14, 2002.
Incorporated by reference to the Quarterly Report, Form 10-QSB as filed with the Commission on May 15, 2002.
Incorporated by reference to the Annual Report, Form 10-KSB as filed with the Commission on April 2, 2001.
Incorporated by reference to the Quarterly Report, Form 10-QSB as filed with the Commission on May 15, 2001.
Incorporated by reference to the Current Report, Form 8-K as filed with the Commission on August 13, 2001.
Incorporated by reference to the Quarterly Report, Form 10-QSB as filed with the Commission on November 14, 2001.
Incorporated by reference to the Quarterly Report, Form 10-QSB as filed with the Commission on August 14, 2001.
Incorporated by reference to the Annual Report, Form 10-KSB as filed with the Commission on April 1, 2002,

Incorporated by reference to the Current Report, Form 8-K as filed with the Commission on May 24, 2002.

T Certain confidential portions of this Exhibit have been omitted pursuant to a request for confidential treatment. Omitted portions
have been filed separately with the Securities and Exchange Commission.
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(b) Reports on Form 8-K.
During the last quarter of the year ended December 31, 2002, no reports on Form 8-K were filed.

ITEM 14. Controls and procedures.

Evaluation of discloser controls and procedures. ImageWare's chief executive officer and its chief financial officer, after
evaluating the effectiveness of ImageWare's disclosure controls and procedures (as defined in Exchange Act Rule 13a-14) as of a
date within 90 days of the filling date of this annual report on Form 10-KSB (the "Evaluation Date"), have concluded that as of
such date, ImageWare's disclosure controls and procedures were adequate and sufficient to ensure that information required to be
disclosed by ImageWare in the reports that it files under the Securities and Exchange Act of 1934 is recorded, processed,
summarized and reported within the time period specified in the Commission's rules and forms.

Changes in internal controls. There have been no signiﬁéant changes in ImageWare's internal controls since the Evaluation Date.

ImageWare's Chief Executive Officer and Chief Financial Officer are not aware of any significant change in any other factor that
could significantly affect its internal controls subsequent to the Evaluation Date.
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SIGNATURES

In accordance with Section 13 or 15(d) of the Exchange Act, the registrant caused this report to be signed on its behalf by the
undersigned, thereunto duly authorized.

IMAGEWARE SYSTEMS, INC.
April 14, 2003 By: /s/ S, JAMES MILLER, JR.
S. James Miller, Jr.

Chief Executive Officer and
Chairman of the Board of Directors

In accordance with the Exchange Act, this report has been signed below by the following persons on behalf of the registrant
and in the capacities and on the dates indicated.

Signature Title Date
/s/ S. JAMES MILLER, JR. Chief Executive Officer and Chairman of the Board of Directors April 14, 2003
S. James Miller, Jr. (Principal Executive Officer)
/s'f WAYNE G. WETHERELL Senior Vice President of Administration and Chief Financial April 14, 2003
Wayne G. Wetherell Officer (Principal Financial and Accounting Officer)
/s/ JOHN CALLAN Director April 14, 2003
John Callan
/s/ PATRICK J. DOWNS Director April 14, 2003
Patrick J. Downs
/s/ JOHN L. HOLLERAN Director April 14, 2003
Jobn L. Holleran
/s/ DAVID LOESCH Director April 14, 2003
David Loesch
/s YUKUQO TAKENAKA Director April 14, 2003
Yukuo Takenaka ’
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CERTIFICATION
I, S. James Miller, the Chief Executive Officer of ImageWare Systems, Inc., certify that:
1. I have reviewed this annual report on Form 10-KSB of ImageWare Systems, Inc.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were made, not
misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included. in this annual report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the
periods presented in this annual report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have;

(a) designed such disclosure controls and procedures to ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this
annual report is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days prior to the
filing date of this annual report (the “Evaluation Date™); and

(c) presented in this annual report, our conclusions about the effectiveness of the disclosure controls and procedures based
on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation, to the registrant’s
auditors and the audit committee of registrant’s board of directors (or persons performing the equivalent functions):

(a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant’s
ability to record, process, summarize and report financial data and have identified for the registrant’s auditors any material
weaknesses in internal controls; and

(b) any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal controls; and

6. The registrant’s other certifying officer and 1 have indicated in this annual report whether there were significant changes
in internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent
evaluation, including any corrective actions with regard to significant deficiencies and material weaknesses.

Dated: April 14, 2003 /s/ S. James Miller
S. James Miller
Chief Executive Officer
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CERTIFICATION
I, Wayne G. Wetherell, the Chief Financial Officer of ImageWare Systems, Inc., certify that:
1. I have reviewed this annual report on Form 10-KSB of ImageWare Systems, Inc.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were made, not
misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the

periods presented in this annual report;

4, The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

(a) designed such disclosure controls and procedures to ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this
annual report is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days prior to the
filing date of this annual report (the “Evaluation Date™); and

©) presented in this annual report, our conclusions about the effectiveness of the disclosure controls and procedures based
on our evaluation as of the Evaluation Date;

5 The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation, to the registrant’s
auditors and the audit committee of registrant’s board of directors (or persons performing the equivalent functions):

(a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant’s
ability to record, process, summarize and report financial data and have identified for the registrant’s auditors any material
weaknesses in internal controls; and

(b) any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal controls; and

6. The registrant’s other certifying officer and I have indicated in this annual report whether there were significant changes

in internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent
evaluation, including any corrective actions with regard to significant deficiencies and material weaknesses.

Dated:  Aprit 14, 2003 /s/ Wayne G. Wetherell

Wayne G. Wetherell
Chief Financial Officer
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REPORT OF INDEPENDENT ACCOUNTANTS

To Board of Directors and Shareholders of
ImageWare Systems, Inc.

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of operations, of
shareholders equity and of cash flows present fairly, in all material respects, the financial position of ImageWare Systems, Inc. and its
subsidiaries (the “Company”) at December 31, 2002 and 2001, and the results of their operations and their cash flows for the years
then ended in conformity with accounting principles generally accepted in the United States of America. These financial statements
are the responsibility of the Company’s management; our responsibility is to express an opinion on these financial statements based on
our audits. We conducted our audits of these statements in accordance with auditing standards generally accepted in the United States
of America, which require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

The accompanying financial statements have been prepared assuming that the Company will continue as a going concern. As
discussed in Note 1 to the financial statements, the Company has suffered losses from operations and has a net capital deficiency that
raise substantial doubt about its ability to continue as a going concern. Management’s plans in regard to these matters are also
described in Note 1. The financial statements do not include any adjustments that might result from the outcome of this uncertainty.

PricewaterhouseCoopers LLP

San Diego, CA
April 11, 2003
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IMAGEWARE SYSTEMS, INC.

CONSOLIDATED BALANCE SHEETS

December 31,

December 31,

2002 2001
ASSETS
Current Assets:
(0711 O OO OO OO O UU RO $ 214,937 § 387,773
Restricted cash and cash eqUIVAIENLS ..........covciniiiiinirineeie e s ieens 60,000 60,000
Accounts receivable, net of allowance for doubtful accounts of $410,000 and $548,000

at December 31, 2002 and 2001, reSpectiVely ....c..ooovcrerrmvenereninerenenreieneeereeneenans 3,294,932 4,475,787
IMIVENEOTY coeeevieeieiiieriete ettt st e be s b s s s b s b eheebn e bt estensnsanesesbesate sbessnassaeines sres 1,882,082 950,203
OthEr CUITEINE ASSEES. . eeivreeiiiiiiiireeriereesirtitestree e streesrsbessstastaeeestesestrsessssessassassaseessassresenns 422,382 990,786

TOtal CUTTENE ASSELS ..ocvvcivereieeeeirereeriesrereeesatecvesiseesesresseseseessrarsssessens 5,874,333 6,864,549
Property and eqUIPINENt, NET.... ... ittt s eeese s sen e e enee socanennes 1,040,915 1,188,899
OHRET ASSEES.....uvreiiieieeiieieireeerttestr e erte e b e aeeeettse e seseesraeaasbssasbaseesbseessassabasearbesenstasen sesteenonn 743,826 473,567
Intangible assets, net of accumulated aMOTHZAION........cocoureeriiirirere e 1,561,545 2,478,298
GOOAWIIL... .ottt ca ettt e et e e e b e s be et eab e bsere e s ets e seaneesesssaessesbessssabanbeensbenraatens 5,297.627 4838317
Total ASSELS ..........cocooiiiiiii e S 14.518.246 $ 15.843.630
LIABILITIES AND SHAREHOLDERS® EQUITY
Current Liabilities:
ACCOUNES PAYADIE ..ottt ettt et e b e $ 3,232,735 § 2,918,963
DETEITEA FEVENUE ..ottt ee v eea st ert e e abe e e e sraeesavae s esnneseneeesneeaarseasnas 976,046 993,180
ACCTUEA EXPEIISES 1vvevreviereirereireeeiruiirereereassessessesroseaneeserssteresaestersssersessassssessesmessoseneessnns 1,501,046 1,586,338
Accrued expenses - related parties 46,597 46,597
ACCTUEA INLETESE.....veiererieniiriiecteseieie et e ae e eesrereesbere o nrestestestsnabebeebsesssaseasssresensessannsenseesss 197,780 42,457
Notes & advances payable to bank and third parties .........cococcevevereieinernsnrenesecnennnns 785,741 141,048
Notes payable to related parties.........ccocvvvreiiciiiiiirie et 218.369 379.730
Total Current Liabilities.........ooeciviireiieeieiii e sree e, 6,958,314 6,108,313
Convertible note payable, net of diSCOUNL........cccoirieiieecieniec e e 1,252,311 —
Pension 0blIgation .........coeiirineini et e e e 406.121 209,569
TOtAl LIBDIIEIES ..eivveivericieiieeecrieiicae st ceee e e et sre et st easetsssbebesbssaseseessestsenseebeetssanessresans 8,616,746 6,317,882
Shareholders’ equity:
Preferred stock, $.01 par value, authorized 4,000,000 shares Series B convertible

redeemable preferred stock, designated 750,000 shares, 389,400 shares issued, and

269,400 and 304,400 shares outstanding at December 31, 2002 and December 31,

2001 respectively, liquidation preference $673,500 and $761,000 at December 31,

2002 and December 31, 2001, respectively......ccccriviriecnicinericcnee e 2,694 3,044
Common stock, $.01 par value, 50,000,000 shares authorized, 5,489,390 and 5,481,311

shares issued and outstanding at December 31, 2002 and December 31, 2001,

TESPECHIVELY .ottt sttt aat et st s bea bt aasesaes e s sases e sa e enseraarese besboneas 53,712 53,631
Additional paid in CAPILAL.......ocveemiiiiiicicieee e e 41,272,370 40,196,952
Treasury stock, at cost - 6,704 ShAres .........ccccovevvirreerenenenieeer e r e s e e (63,688) (63,688)
Shareholder note receivable........oiveiiiirienree e (150,000) (150,000)
Accumulated other comprehensive income (1088)......c.coeevirirrereieiveerereceenrirresseeeeenas 112,881 (36,652)
Accumulated QefiCit........cociiiiiiiiiciei e st sa e ve et abe (35.326.469) (30.477.539)

Total shareholders’ equity ......c.ccoevencceneiiiinie e 5,901,500 9,525,748
Total Liabilities and Shareholders’ Equity.............c..ccoooeiveviieecennnn, $ 14,518,246 § 15,843.630

The accompanying notes are an integral part of these consolidated financial statements.
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IMAGEWARE SYSTEMS, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

TWELVE MONTHS ENDED
December 31,

2002 2001

Revenues:
PrOQUCT......tieieetictie ettt bttt s r et st e e b e sr e e es e s benbesbeste st s ssesbaassanbassanesbeanns $ 15,115,766 $ 13,897,194
IMAINTENANCE. ......cviereiereeireeteccreetiiesreeerreeetbeereesebeetrasbessresaeastbasbassesasseessessaesbssassessaneessrenn 3,139,927 2,355,811
18,255,693 16,253,005
Cost of revenues:
PIOQUCT ...ttt ettt ettt be saete s aes e et res e e bbbt et nranes 7,060,131 6,058,618
MAINLENANCE. ...cvveeveiteeiecersv ettt s vee s s saesbn st et seesa e st sr e s b e sbsasbesbestesesesbessassesssensbentestes 1,236,316 1,140,656
GTOSS PTOFT.ruviireeietieieieeiere et ret s enite et stbrerreseeseesusra s ea b shebesbesbeobesabesseeneasenssasneneenaaressosees 9,959,246 9,053,731
Operating expenses:
General & admMINISITALIVE ..oveeiee it rre et e e ereesrecbe e tresbe e ssaeseeesrerbnesassssresesneereanss 6,911,228 6,631,995
Sales and MArKELING .....occoviiiirer et et 4,204,613 4,120,881
_ Research & development ...t 2,078,777 2,090,054
Depreciation and amoTrtiZation. .. ......c.ovviererrecreienieicriiertie e ses st ssesseseeseseneeseenee 894.400 2,444,749
14,.089.018 15,287.679
LOSS frOM OPETALIONS .. .ovieveeieeciiinieiieri ettt et re et se s s ete e st s b e sanseesnsanenespaas (4,129,772) (6,233,948)
Interest (iNCOME) EXPENSE, NEL ......overiviciceiirieie it e e 652,392 (127,405)
Other (INCOME) EXPENSE, ML ...coririiiiiiririerinreterereesiereertestecteatestestessbenteseessessassesseseersseseas (53.575) 11,194
L0SS DEfOTe INCOME 1AXES...c.eiviereirriieiicii ettt et es s bt s oo e besre st stbetveerearsennnsneseesebresesaees (4,728,589) (6,117,737)
Income tax expense (DENEfIt)........covviiiiiiirietieie ettt eree e st see s ses et naeneeaees 120,341 (184,828)
INEE LSS oottt ettt e sttt bt eb e e ebe b et et eteebe st e e s eaetesaesbesbestsbaete st s et ensete e bessabeans $ (4.848.930) § (5.932.909)
Basic and diluted (loss) per common share - see NOte 2 .......ooveviiiicriniennieeieineeeiee e § (0.90) $ (1.22)
Weighted-average shares (basic and diluted)........cooeceeeriiinierinininin s e 5,483,973 4,937,588

The accompanying notes are an integral part of these consolidated financial statements.
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ImageWare Systems, Inc.
Consolidated Statements of Cash Flows

For the Years Ended December 31, 2002 and 2001

2002 2001
Cash flows from operating activities
N L L0SS +evrreerser et et eee st tstorteteebestesesaarseseestsssaseare st s abese st st e e ebesaeatensabsae s onnentsre st eseanbaneen $ (4.848.930) $ (5.932,909)
Adjustments to reconcile net loss to net cash used by operating activities
Depreciation and amOTtiZAtON. ........cooveeiriviererrenieerirssestesecoesesssentesssssaeresesssseesecsons 894,400 2,444,749
Amortization of debt discount and debt ISSUANCE COSS....ecovrierirreiiirereciiee e eerirreennns 442,822 —
Stock-based COMPENSALION. ........cccieieeiircrirercrrertetesteeesre st ebe e stbacs e st ereesaessaseeseressreans — 57,722
Change in assets and liabilities, net of businesses acquired
Restricted cash and cash equivalents .........ccoccovoeiinri it — 469,663
ACCOUNLS TECEIVADIE, NEL.......iiiiee it ees e cib s et e nresnne e e s eeneeens 1,246,549 (574,909)
IIVEIIEOTY ...ccovietieiict ettt ettt bttt s re s s s se et s s as e b eses et b setan e esanesaanans (931,879) 314,383
OthEr CUITENLE @SSEES...cuveeveeuriireiiirereereerieseessistestertesasiessenssessesssssesseessersessesssnassesseins 568,401 158,212
Intangible and Other aSSeS..........cccceeiroiieieriiriie et e s re e (2,986) (57,097)
ACCOUNES PAYADIE ...t b et e 313,772 1,042 485
ACCTUSH EXPEMSES 1ouveevieierireeriorrienterteneeersrtesteserssaetnsstestesssssesstesteosesensonassssansassesassons (85,291) (272,717)
ACCTUEA INEETEST ..ovvereiieieeceiieeeeeer e et teee e s et e et e eaae e e e eseesees st essbeereesstessasamernessansons 155,323 (156,775)
DEferred TEVEIUE ......cccovviiriiieriecritrererieee ettt seaesae et eve s et sae e sesbeneessansaeesmesseenas (17,134) 320,784
Pension OBIIGAtION ....ccicciiiiiriiei ittt rae e sab e sbe st rba e re g sesbasnteane 196,552 —
TOtal AdJUSLINIENLS .cveruvieeriierierereerrernesiesre st sssee e e srress it et s sbesnsesrestsesbesbaensnsnsesseas 2,780.529 3,746,500
Net cash used by operating actiVIties ... ...ccooriirieiiciirir e s (2,068,401) (2,186.409)
Cash flows from investing activities
Purchase of property and eqUIPMENL..........cccoovrirerinieininieeeteneneieasese e sre e seeeeeve s (354,661) (427,282)
Acquisition of businesses, net of cash acquired.............oooovevereeirininicrieeceree e — (3,280,273)
Payment on advances from related stockholders ........c.coceveeieiivcinciniriie e (161.360) (104,500)
Net cash used by INVesting aCtiVItIES........cooeevrrreiereninreneeie et ceeeseeseve e ssnasenes (516,021) (3.812.055)
Cash flows from financing activities
Proceeds from issuance of notes payable...........occccvviieineicnccie e 2,500,000
Repayment of nOtes PAYADIE .......cocveiieiirreieee et (20,934) (582,526)
DEDE ISSUBNCE COSLS ...vvveiireeirveriearesenseteeeesaetesseseserssessassssesssssrseesassesaassaraessassesaess srsensessans (383,885) —
Proceeds from bank line of Credit........ccoccoriiiiieeiriiiiiee et e 165,625 —
Proceeds from exercise of options and WAITANtS..........ccococvoveeeiieveierrnseeireee e eecaerns 1,247 105,856
Net cash provided by financing activities .......... et et st e baaes 2.262.053 (476,670)
Effect of exchange rate changes on cash.........c.cocoouvveneininiiereeccee s 149,533 (36.652)
Net decrease in CaSH......ccviiiiriee et (172,836) {6,511,786)
Cash at beginning Of PETIOA ... cvoviiecnreir i b s e 387.773 6,899,559
Cash at end Of P0G .....coeveueciieiince ettt e $ 214937 § 387.773

The accompanying notes are an integral part of these consolidated financial statements.
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IMAGEWARE SYSTEMS, INC.
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

TWELVE MONTHS ENDED

DECEMBER 31,
2002 2001
NEt INCOME (10SS) 1erevvererrereriieiieeirereiierne s bbb b srs e $ (4,848,930) $ (5,932,909)
Other comprehensive income (loss):
Foreign currency translation adjustment ..........o..voeveceennninneiniinisissinineans 149,533 (36,652)
Comprehensive inCome (108S) . ...corvverercrereirninienieercnirrse st rrseeereneerene $ (4.699.397) § (5.969.561)

The accompanying notes are an integral part of these consolidated financial statements.
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IMAGEWARE SYSTEMS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2002 AND 2001
1. DESCRIPTION OF BUSINESS AND OPERATIONS

ImageWare Systems, Inc. (the “Company”), formerly known as ImageWare Software, Inc., was incorporated in the State of
California on February 6, 1987. The Company develops, sells and supports a suite of modular software products used by law
enforcement and public safety agencies to manage criminal history records and to investigate crime and designs systems which utilize
digital imaging in the production of photo identification cards, documents and identification badging systems.

Going Concern

The consolidated financial statements have been prepared assuming that the Company will continue as a going concern. The
Company has used approximately $2,068,000 in operations during the year ended December 31, 2002 and has suffered recurring
losses from operations and has an accumulated deficit of approximately $35,326,000 that raises substantial doubt about its ability to
continue as a going concern.

The Company operates in markets that are emerging and highly competitive. There is no assurance that the Company will
operate at a profit in the future.

New financing will be required to fund working capital and operations. The Company is exploring the possible sale of equity
securities or debt financing, and believes that additional financing will be available under terms and conditions that are acceptable to
the Company. However, there can be no assurance that additional financing will be available. In the event financing is not available in
the time frame required, the Company will be forced to reduce its rate of growth, if any, reduce operating expenses, curtail sales and
marketing activities and reschedule research and development projects. In addition, the Company might be required to sell certain of
its assets or license its technologies to others. These actions, while necessary for the continuance of operations during a time of cash
constraints and a shortage of working capital, could adversely affect the Company’s business.

The financial statements do not include any adjustments that might result from the outcome of this uncertainty.
2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Principles of consolidation

The consolidated financial statements include the accounts of the Company and its wholly-owned subsidiaries. All significant
intercompany transactions and balances have been eliminated.

Use of estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of
America requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial statements, and the reported amounts of revenue and expense
during the reporting period. Significant estimates include allowance for doubtful accounts receivable, deferred tax asset valuation
allowances, accounting for loss contingencies, and recoverability of goodwill and acquired intangible assets. Actual results could
differ from estimates.

Property and equipment

Property and equipment, consisting of furniture and equipment, are stated at cost and are being depreciated on a straight-line
basis over the estimated useful lives of the assets, which range from three to five years. Maintenance and repairs are charged to
expense as incurred. Major renewals or improvements are capitalized. When assets are sold or abandoned, the cost and related
accumulated depreciation are removed from the accounts and the resulting gain or loss is recognized.




Long-lived assets

Long-lived assets and identifiable intangibles are reviewed for impairment using fair value methodologies whenever events
or changes in circumstances indicate that the carrying amount of an asset may not be recoverable. At December 31, 2002 and 2001,
there was no impairment of the Company’s long-lived assets.

Intangible assets

Intangible assets consist of patents, technology, trademarks and tradenames, customer relationship, goodwill and non-
competition agreements which are stated at cost. Amortization is calculated using the straight-line method ranging from 5 to 15 years.

Concentration of credit risk

Financial instruments which potentially subject the Company to concentrations of credit risk consist principally of trade
accounts receivable. Sales are typically made on credit and the Company generally does not require collateral. The Company performs
ongoing credit evaluations of its customers’ financial condition and maintains an allowance for doubtful accounts. Accounts receivable
are presented net of an allowance for doubtful accounts of $410,147 and $548,300 and at December 31, 2002 and 2001, respectively.

In 2002, one customer accounted for 18% of the Company’s revenues. In 2001, there were no customers who accounted for
more than 10% of the Company’s revenues.

As of December 31, 2002, one customer accounted for 25% of total accounts receivable. At December 31, 2001, one
customer accounted for 19% of total accounts receivable.

Stock-based compensation

Stock-based compensation to employees has been recognized as the difference between the per share fair value of the
underlying stock and the stock option exercise at the initial grant date. The cost of stock options granted for services, other than those
issued to employees, are recorded at the fair value of the stock option.

Had compensation cost for the Company’s stock option plan been determined based on the fair value at the grant date for
awards consistent with the provisions of Statement of Financial Accounting Standards, ("SFAS") No. 123, Accounting for Stock-
Based Compensation, the Company’s net losses would have been increased to the pro forma amount indicated below for the years
ended December 31, 2002 and 2001:

2002 2001
NET LOSS:
ASTEPOTTEA.....cveiieciiiciircree ettt e $ (4,848,930) % (5,932,909)
Stock based compensation included in net 108s..........cccocvvivirnenen — 57,722

Stock based employee compensation under fair value based method
.................................................................................................... (918.555) (693.473)

Pro forma Net 10SS ......ocovveciririreriicrce ettt e res $ (5767,485) % (6,568,660)
Basic loss per common share:
ASTEPOTTEd...eieireiiciieciieir ettt eae s seae e eae s $ (0.90) $ (1.22)
Pro forma ... (1.06) (1.34)

The fair value of each option grant is estimated on the date of grant using the Black-Scholes method with the following
weighted-average assumptions: dividend yield of 0%, risk-free interest rate ranging from 4.00% to 6.32%, expected stock volatility of
65%, and expected lives of five years. The volatility of the Company’s common stock underlying the options was not considered for
options granted up to March 31, 2000 because the Company’s stock was not publicly traded. For purposes of pro forma disclosures,
the estimated fair vaiue of options is amortized to expense over the options’ vesting periods using an accelerated graded method in
accordance with Financial Accounting Standards Board Interpretation 28.
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Income raxes

Current income tax expense or benefit is the amount of income taxes expected to be payable or refundable for the current
year. A deferred income tax asset or liability is computed for the expected future impact of differences between the financial reporting
and tax bases of assets and liabilities and for the expected future tax benefit to be derived from tax credits and loss carryforwards.
Deferred tax assets are reduced by a valuation allowance when, in the opinion of management, it is more likely than not that some
portion or all of the deferred tax assets will not be realized.

Foreign currency translation

The financial position and results of operations of the Company’s foreign subsidiaries are measured using the foreign
subsidiary’s local currency as the functional currency. Revenues and expenses of such subsidiaries have been translated into U.S.
dollars at average exchange rates prevailing during the period. Assets and liabilities have been translated at the rates of exchange on
the balance sheet date. The resulting translation gain and loss adjustments are recorded directly as a separate component of
shareholders’ equity, unless there is a sale or complete liquidation of the underlying foreign investments. The Company translates
foreign currencies of its German, Canadian and Singapore subsidiaries. Foreign currency translation adjustments resulted in gains of
$150,000 for the twelve months ended 2002 and losses of $37,000 in 2001.

Comprehensive Income

Comprehensive income consists of net loss and other gains and losses affecting shareholders’ equity that, under generally
accepted accounting principles, are excluded from net income (loss). For the Company, such items consist of foreign currency
translation gains and losses. The Company had comprehensive gains of $150,000 in 2002 and comprehensive losses of $37,000 in
2001 resulting from foreign currency translations.

Revenue recognition

The Company recognizes revenue and profit as work progresses on long-term, fixed-price contracts involving significant
amount of hardware and software customization using the percentage of completion method based on costs incurred to date compared
to total estimated costs at completion. Revenue from contracts for which we cannot reliably estimate total costs or there are not
significant amounts of customization are recognized upon completion. Our revenue from periodic maintenance agreements is
generally recognized ratably over the respective maintenance periods provided no significant obligations remain and collectibility of
the related receivable is probable. The Company also generates non-recurring revenue from the licensing of its software. Software
license revenue is recognized upon the execution of a license agreement, upon deliverance, fees are fixed and determinable,
collectibility is probable and when all other significant obligations have been fulfilled. The Company also generates revenue from the
sale of identification card media and other software. Revenue for these items is recognized upon delivery of these products to the
customer. The Company also generates revenue from the sale of professional digital photography software. Revenue for these items is
recognized upon delivery of these products to the customer.

Capitalized software development costs

Software development costs incurred prior to the establishment of technological feasibility are charged to research and
development expense as incurred. Technological feasibility is established upon completion of a working model. Software development
costs incurred subsequent to the time a product’s technological feasibility has been established, through the time the product is
available for general release to customers, are capitalized, if material. To date, the Company has not capitalized any software costs as
the period between achieving technological feasibility and the general availability of the related products has been short and software
development costs qualifying for capitalization have been insignificant.
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Earnings (loss) per share

Basic earnings (loss) per common share is calculated by dividing net income (loss) available to common
shareholders for the period by the weighted-average number of common shares outstanding during the period. Diluted earnings per
common share is calculated by dividing net income (loss) available to common shareholders for the period by the weighted-average
number of common shares outstanding during the period, increased to include, if dilutive, the number of additional common shares
that would have been outstanding if the potential common shares, if dilutive, had been issued. The dilutive effect of outstanding stock
options is included in the calculation of diluted eamings per common share, if dilutive, using the treasury stock method. During the
years ended December 31, 2002 and 2001, the Company has excluded all convertible preferred stock and convertible notes payable
and outstanding stock options from the calculation of diluted loss per share, as their effect would have been antidilutive.

The following table sets forth the computation of basic and diluted loss per share for the years ended December 31, 2002 and

2001:
TWELVE MONTHS ENDED
DECEMBER 31,
2002 2001

B0 111 =1L O P

INEELOSS evevereriiinreerieste et et tetreeereeeeessbsbeassenbeeernsereessseessessssssteenseesrnnestreans $ (4,848,930) $ (5,932,909)

Less Series B preferred dividends ..........ccoeviiniivinniniccnnes (63.764) (70.482)

Net loss available to common shareholders...........coocoveevciieciviviei e, $ (4.912.694) § (6.003.391)
DENOMINALON . ...iiiiiiiieeiee et ee et e e et e e sre s s e e e e resbasesstbessrnnaeesen

Weighted-average shares outstanding.......c.occoecenriineincnnececcneneeene 5,483,973 4,937,588

Basic and diluted 108s per Share...........ccccveveeeeiiirciniiiccerreseeresee e $ (0.90) $ (1.22)

Segment information

Prior to its acquisition of G & A, Castleworks and E-Focus, the Company operated in one business segment. With its
acquisition of G & A, Castleworks and E-Focus, the Company is now comprised of three reportable segments: Law Enforcement,
Identification and Digital Photography. The Law Enforcement segment develops, sells and supports a suite of modular software
products and designs systems used by law enforcement and public safety agencies to manage criminal history records and investigate
crime. The Identification segment develops, sells and supports software and designs systems which utilize digital imaging in the
production of photo identification cards, documents and identification badging systems. The Digital Photography segment develops
digital imaging software for photographic purposes.

Corporate assets are comprised primarily of cash and cash equivalents and other assets providing benefits to all business
segments.

There are no intersegment transactions.
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The table below summarizes information about reportable segments for the years ended December 31, 2002 and 2001:

Year Ended December 31,

2002 2001

Net Revenue:

Law BRIOTCEIMENT ..ottt eet et se b et s b e vttt s st b st s s et asasaaesbebe sannaerarens $ 4247645 % 5,621,851

TAENUTICALION 1.vvevevctcreetcicre et s b e sb st st ensss e e snass s e s ebe s bt e e snasersrensanass 13,088,453 9,899,802

Digital PhOtOZrAPRY ....ccovveiiieiirece ittt bt srr e s ' 919.595 731,352
Total CONSOIIAALED NEL SAIES ....ooviervereirreitieriesiiee et e st resbestee e sbecnbesasebestestesneeebesassessesserns $ 18,255,693 $§ 16,253,005
Operating profit (loss):

Law ENfOTCEIMENL .....viveviriviiierieri it ensee et sebe s s bess st assebebsbebsssbesatessssssasssssssessns snssesasas $ 183,103 §  (2,128,765)

TAENUTICALION cvvvvevvece vttt erees et r sttt bese s e e be st b s sbesebebevesnteses et e sebareassssssenansreserens (3,205,486) (3,679,392)

Digital PROLOZIAPNY ...cecvvrvirieerireerertrenresete ettt e esesene st s et e seas e e racsones (1,107,389) (425,791)
Other unallocated amounts:

Interest €XPense (INCOME) c....ovvveiieririeririveereneserterereriseesesesrnesesesorssssnaseseseetssesesesssessrenasessraoss 652,392 (127,405)

Other eXpense (INCOMIE) .....ovvevereeniieeriiieenie it ss st sae e s bt can s e seereen (53,575 11,194
INCOME (10S8) DEIOTE LAXES ......vviveeeeiiiieeieini ettt ses e ses bbbt st st st s ras st s snaessnesensnssens $ (4,728,589) § (6,117,737)
Total Assets by Segment:

LaW ENTOTCEMENL.......coieviiiiioeeertee ettt eeae et er et etsebereesessebesae st araesasbassenssrassaresnssssrbeanesea $ 1,167,292 § 2,937,345

IAentifICAtION ...ovvvviirrrireirrc et e eb e es s sae b ees 10,754,234 4,711,657

Digital Photography 1,712,032 0
Total assets for reportable SEZMENLS .......c..ocvvevirirreiiesiresrecie et se e ersas e s st ssrnanees 13,633,558 7,649,002
COTPOTBIC .....covveiiiese et resesaseesesssarasesee e e e ans e st aes st s s assesestassses s st st asasasasstesaresnasessssnssnssanesesnsen 884.688 8,194,628

Total consolidated assets $ 14518246 § 15.843.630

The Company has total assets in foreign locations as follows: $3,868,000 in Germany, $305,000 in Canada and $414,000 in
Singapore. Revenues generated from the Company’s foreign locations were $7,398,000 and $3,362,000 for years ended December 31,
2002 and 2001, respectively.

New Accounting Pronouncements

In December 2002, the FASB issued SFAS 148 — Accounting for Stock-Based Compensation — Transition and
Disclosure — an amendment of FAS 123. Accounting for Stock-Based Compensation was issued to provide alternative methods of
transition for a voluntary change to the fair value based method of accounting for stock-based employee compensation. In
addition, this Statement amends the disclosure requirements of Statement 123 to require prominent disclosures in both annual and
interim financial statements about the method of accounting for stock-based employee compensation and the effect of the method
used on reported results. The adoption of this statement did not have a material effect on the Company’s results of operations or
financial condition. The disclosure provisions of FAS 148 are effective for, and are reflected in, the Company’s 2002 financial
statements.

In November 2002, the FASB issued FASB Interpretation No. 45 (“FIN 45”), — “Guarantor’s Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others.” FIN 45 requires that a
liability be recorded in the guarantor’s balance sheet upon issuance of a guarantee. In addition, FIN 45 requires disclosures about
the guarantees that an entity has issued, including a roliforward of the entity’s product warranty liabilities. The Company will
apply the recognition provisions of FIN 45 prospectively to guarantees issued after December 31, 2002. The disclosure provisions
of FIN 45 are effective for the 2002 financial statements; however no new disclosures were deemed necessary as a result of
adoption. The adoption of FIN 45 is not expected to have a material effect on the Company’s results of operations or financial
condition.

In November 2002, the Emerging Issues Task Force (EITF) issued Issue No. 00-21, “Accounting for Revenue
Arrangements with Multiple Deliverables.” This issue addresses determination of whether an arrangement involving more than
one deliverable contains more than one unit of accounting and how arrangement consideration should be measured and allocated
to the separate units of accounting. EITF Issue No. 00-21 will be effective for revenue arrangements entered into in fiscal periods
beginning after June 15, 2003 or the Company may elect to report the change in accounting as a cumulative-effect adjustment. The
Company is reviewing EITF Issue No. 00-21 and has not yet determined the impact this issue will have on its operating results and
financial position.
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Reclassifications

Certain reclassifications were made to prior years’ consolidated financial statements to conform to the current year
presentation.

3. Acquisitions and Goodwill

On March 30, 2001, the Company completed the purchase of substantiaily all the assets of G & A Imaging Ltd. (G & A), a
privately held developer of software and software systems for digital identification documents for a total purchase price of $3,046,000
in cash (32,500,000 to selling shareholders and approximately $546,000 in direct transaction costs) and the issuance of 665,000 shares
of the Company’s common stock valued at approximately $3,634,000 based on the fair value of the Company’s common stock a few
days before and after the agreement of terms and announcement.. The acquisition was accounted for using the purchase method of
accounting and, accordingly, G & A’s results of operations have been included in the consolidated financial staternents since the date

of acquisition.

On August 10, 2001, the Company completed its acquisition of Castleworks LL.C, a Nevada limited liability company
(“Castleworks™), and E-Focus West LLC, a Nevada limited liability company (“E-Focus™), from Castle Holdings LLC, a Nevada
limited liability company (“Castle Holdings™) for a total purchase price of $234,000 in cash ($100,000 to selling shareholders and
$134,000 in direct transaction costs) and the issuance of 600,000 shares of the Company’s common stock valued at approximately
$1,808,400 based on the fair value of the Company's common stock a few days before and after the agreement of terms and
announcement. As a result of this transaction, Castleworks and E-Focus became wholly owned subsidiaries of ImageWare. The
acquisition was accounted for using the purchase method of accounting and, accordingly, Castleworks and E-Focus' results of
operations have been included in the consolidated financial statements since the date of acquisition. Castleworks and E-Focus develop

~ digital imaging software for professional photographic purposes.

The following (unaudited) pro forma consolidated results of operations for the years ended December 31, 2001 has been
prepared as if the acquisition of Goddard, G & A, and Castleworks and E-Focus had occurred at January 1, 2001:

Year ended
December 31, 2001
SALES.....oevereericeiee ettt e a b s b et be b s be s e e s s e st e b e b e bererntaenasana $ 18,848,000
INEL (L058) cucurevrrevcrenirirerietinesrsesetetsstrseresessesasasesssseseessasesesgsesescsnsesasessstsasasesessnesesss $ (6.337.000)
Net (1088) PET ShATE......c.c.oviririreeriicrcetee et n e es $ (1.34)

The following table presents the allocation of the acquisition cost for the G & A, Castleworks, and E-Focus acquisitions,
including professional fees and other related acquisition costs, to the assets acquired and liabilities assumed:

G&A Castleworks &
Imaging E-Focus
L7 1) ; LT PP $ — 3 25,000
ACCOUNLS TECEIVADIE........ceviviiiieectiiie ettt s eb e e st baesesiabebeesessstaenesrasssrarsesessanssrassesssien 778,000 224,000
TINVENEOTIES ....cvveeeeece et ettt et e et seat e sr e e et s as e smte e e s sabesseaneatesanssssareesenesnarseenenenees 789,000 189,000
OtDET CUITENT BSSELS ....veiviiiiieirieirevreeereeetveesreeserearssesiaeesseerssessrsasseasasssessssanssensessssseontnessenss 1,075,000 21,000
Property, plant and qUIPMENt, NEL.........ocvvvereerrreirierireereriereriesse st ereersessssneseoraseseessessensesenns 325,000 248,000
Other INtANGIDIES........coieiiiiiee ettt eb bbb 2,500,000 395,000
GOOAWILL ..ottt st e eat e e et e et rv e baeba e st essaseeraaestsebestbeebeereensnsanbonesonsan 3,654,000 1,245.000
TOLAL @SSELS .o.uvievreririeitiiieesie ettt eeete e vee s b s eseesaestssestsassnestesrseessasntesnssenssesnsesnnnesensnssranes 9.121.000 2.,347.000
Amounts payable to banks and long-term debt due within one year...........c.ccvevevncenierirenne (789,000) —
Other cuITent HabilitIES ... ...ecviviirieiiicctriees ettt s st e st st n s eraeaseseenresnrenssae s (1,581,000} (304,000)
‘Long-term obligations, net of CUITENt POTtION ......cccvvivvirrierreeesetesceesere e ee e eees e (71.000) —
T OLAL HHADIIIEIES ..o eveiverveiiaeeesiectreienicrcrsetsamtestraetesseceresrostestaseassssssassessensasssinsensentvsssesentesresses (2.441.000) (304,000)
Total acquisition cost............ et et therue et a e e b ee et s st h et R ra ks e e ne ke ae R eb bR benteben ke ranrenratas $ __6680.000 § 2.043.000

Management determined the allocation of the purchase price based upon third-party appraisals using fair value
methodologies.
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The following disclosure presents certain information the Company’s acquired intangible assets as of December 31, 2002
and 2001. All intangible assets are being amortized over their estimated useful lives, as indicated below, with no estimated residual
values.

Gross
Amortization Carrying Accumulated Net
Acquired Intangible Assets -Period Amount Amortization Balance
At December 31, 2002
Amortized acquired intangible assets:
TeChnolOgY ...ooceveieiii et S5years $ 1,160,000 $ (438,180) $ 721,820
Trademarks and tradenames .........c.ccooverecccrnrnennnne. 14.5 years 630,000 ~ (80,623) 549,377
Customer relationship ........oceevvrienenninencrinnnceneens S years 200,000 (69,998) 130,002
Non-compete AGreements ........cccevcevvevrerenrenreaerenns 3 years 125,000 (61,666) 63,334
Patents ..ovovviviiniererenec e st 4 years 60,000 (21,250) 38,750
Acquired Workforce.......oocceevvvirevnnniccnnneeeennn, 3 years — — —
$ 2175000 S (671,717 $ 1,503,283
At December 31, 2001 .....ccccovivcriiininienecre e,
Amortized acquired intangible assets:
TEeCRIOIOZY ..vvveerieiererieicerereee et s Syears $§ 1,160,000 $ (291,875) §$ 868,125
Trademarks and tradenames .........cccoeeveereirecrerinnenne. 14.5 years 630,000 (33,125) 596,875
Customer relationship.........ccccevvvvecnninincrevnninnnn, 5 years 200,000 (30,000) 170,000
Non-compete AGreements ...........evvens vt 3 years 125,000 (18,750) 106,250
PeNLS ..ot re 4 years 60,000 (6,250) 53,750
Acquired Workforce..........ccoevecvvivinnrererioionnenecnnen,s 3 years 700,000 (175.000) 525.000

$ 2875000 3 ($55,000) §__ 2,320000

As a result of adopting FAS 142 on January 1, 2002, “Acquired workforce” with a net book value of $525,000 was subsumed into
goodwill.

Amortization expense for the twelve months ended December 31, 2002 was approximately_ $292,000.

The estimated acquired intangible amortization expense for the next five fiscal years is as follows:

Fiscal Year Ended December 31, imat ortizati

2003 383,000
2004 354,000
2005 253,000
2006 50,000
2007 40,000

The following table presents details of the Company’s goodwill:

Balance of Goodwill at December 31, 2001 ......oooivvieiiiiiiicceen, $ 4,838,317
Reclassification of acquired workforce intangible to goodwill.............. 525,000
Changes in fair value estimates of assets acquired and liabilities
ASSUME.....ceiiiienrirenieer oo e streete st steeteser e e bt et srrassserseseseseranssesssnas (65.690)
Balance of Goodwill at December 31,2002 .....oooviicvevie e, $__ 5.297.627

In June 2002, we completed our transitional goodwill and purchased intangibles impairment tests outlined under SFAS 142
which required the assessment of goodwill and purchased intangibles for impairment as of January 1, 2002 and in December 2002, we
completed our annual impairment tests. These tests were conducted by determining and comparing the fair value of our reporting
units, as defined in SFAS 142, to the reporting unit’s carrying value as of that date. Our reporting units are Law Enforcement,
Identification and Digital Photography. Based on the results of these impairment tests, we determined that our goodwill assets and
purchased intangible assets were not impaired as of January 1, 2002 or during December 2002. We plan to conduct our annual
impairment tests in the fourth quarter of every year, unless impairment indicators exist sooner.

F-13




In accordance with the transitional disclosures outlined in SFAS 142, the following table reconciles and summarizes reported
results for the years ended December 31, 2002 and 2001, adjusted to exclude amortization of goodwill and assembled workforce
intangible assets, as if the non-amortization requirements of SFAS 142 had been applied at the beginning of each period presented.

Net loss:

RePOIEd NEL TOSS c.vviviiiiiiititcie et b st s
Add back: Goodwill and acquired workforce amortization

AJUSTEA NEE T0SS...eeeeiiiieiect ittt Gt ettt cr s et sh e et sae e s

Basic and diluted net loss per share:
Reported basic and diluted net loss per share

Amortization of goodwill and acquired workforce

Basic and diluted net loss per share

4, Restricted Cash

Twelve Months Ended
December 31,

2002 2001

(4,848,930) $  (5,932,909)

- 1,608,523

(4,8348.930) $__ (4.324386)

(0.90) $ (1.22)
- $ 0.33
(0.90) $ (0.89)

At December 31, 2002 and 2001, the Company had $60,000 of restricted cash and cash equivalents which serves as
collateral for irrevocable standby letter of credits that provide financiai assurance that the Company will fulfill its obligations under
certain commitments discussed in Note 9. The cash is held in custody by the issuing bank, is restricted as to withdrawal or use, and is
currently invested in time certificates of deposits. Income from these investments is paid to the Company.

5. Inventory

Inventories at December 31, 2002 and 2001 were comprised of finished goods of $1,882,000 and $950,000, respectively.

6. Property and Equipment

Property and equipment at December 31, 2002 and 2001 consists of:

EQUIPINENL .ottt aete e e bae s aas et mbsaen s are et beseseren
Leasehold IMProOVEIMENLS .......c.cocoreierrristres e ercnrecrre et bses e re st s sese e sseser s ese s sess st sessesssensans
FUMIIUTE ...ttt sttt st e e bbbt s s s nnn s e sasenbebesenansan

2002 2001

2,141,722 § 1,959,504

100,630 99,634
281,490 252,692
2,523,842 2,311,830

1.482.927) 1,122.931)

1,040915 § 1,188.899

Total depreciation expense for the years ended December 31, 2002 and 2001 was $503,000 and $346,000, respectively.
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7. Notes Payable and Line of Credit

Notes payable consist of the following:

2002 2001

Short-term note payable to third party to accrue interest at 10%. Note

due upon demANG.........ccooveviiieeecriie et $ 100,000 § 100,000
Short-term note payable to third party to accrue interest at 12.5%. Note

due upon deMANd........c.ovrieiiiire e e 500,000 —
Short-term note payable to ITC shareholder. Such note accrues interest at

10% and is due upon demand.............ocoocivireriecccrnine e 210,125 210,125
Short-term note payable to ITC shareholder. Such note accrues interest at

10% and includes monthly payments through December 31, 2002 ...... 8,244 169,605
Line of credit payable to bank to accrue interest at 8.4%........cc.occocouruennee 165,625 —
Short-term notes payable to certain vendors.........covecevverrccnininiienenenn 20,116 41,048
Senior secured convertible promissory note to accrue interest at 12.5%.

Face value of note $2,000,000. Discount on note at December 31, 2002

15 $747,689. Note due May 22, 2004........cooveveireiieneieine e 1,252,311 —

$ 2,256,421 § 520,778

Le$s CUITENE POTLIOM ..c.concvevereieceireerince et sre s ereseeseene bt st (1.004.110) (520.778)
Long-term notes payable .......ccoviiiiiiinieneninirnreee e 3 1252311 § —

In May 2002, the Company issued a senior secured promissory note for $2,000,000 at an interest rate of 12.5%, due May 22,
2004. The note is convertible into common shares of the Company at $4.31 per share. In conjunction with the note, the Company
issued a warrant to purchase 150,000 shares of common stock at $4.74 per share. The Company has recorded the note net of a
discount equal to the fair value allocated to the warrants issued of approximately $537,000.

The convertible note also contained a beneficial conversion feature, which resulted in additional debt discount of $537,000.
The beneficial conversion amount was measured using the accounting intrinsic value, i.e. the excess of the aggregate fair value of the
common stock into which the debt is convertible over the proceeds allocated to the security. The Company is accreting the beneficial
conversion feature as interest expense over the life of the note. For the twelve months ended December 31, 2002, the Company
recorded $326,212 as interest expense from the amortization of the discount related to the fair value of the warrants and from the
accretion of the beneficial conversion feature.

The Company also granted the holder of the note an option to acquire an additional senior secured convertible promissory
note with an aggregate principal amount of up to $3,000,000, together with an additional warrant to acquire a proportionate number of
shares of the common stock of the Company based upon the actual amount of money invested in the additional note. The terms of the
additional note and additional warrant would be substantially identical to the initial note and warrant.

In September 2002, the Company issued a secured demand promissory note for $500,000 at an interest rate of 12.5% to the
holder of the convertible promissory note. The note is due and payable upon demand given by the holder.

A foreign subsidiary of the Company has a line of credit with a commercial bank totaling $269,000. As of December 31,
2002, the Company had utilized approximately $165,625 of this facility. Borrowings under this facility bear interest at 8.4% per
annum and are collateralized by the subsidiary’s accounts receivable.

On June 30, 2001, the Company converted accrued liabilities due to an employee into a promissory note in the amount of

$269,605. The note bears interest at 10% per annum. Under the terms of the note, the Company is required to make monthly payments
of $15,000 until the note is paid in full on January 14, 2003. At December 31, 2002, the balance of this note payable was $8,244.
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Future maturities of notes payable and lines of credit are as follows as of December 31, 2002:

2003 3 1,004,110
2004 2,000,000
2005 -
2006 -
2007

3 3,004,110

e — e

The Company is accreting the discount on the Senior Secured Convertible note through May 22, 2004, the maturity date.

8. Income Taxes

The significant components of the income tax provision (benefit) are as follows:

December 31,
2002 2001

Current

FEAETAL ...oooovieeveicvierire ettt e ven et et rs sttt ersets st b e sretesr et $ — 3 —

SEALE Leueiierieeeit et et ieer et e e bt e e e e sb e ree e sesinesebe et s renees — —

FOTEIGI ccetiieiiiecie et sttt — —
Deferred

Federal .......oveiiiiccii ettt sra e nab e e eraees — —

SHALE ..ueieeiiee ittt e ettt e s rr e e b e e e e b e ar e e neees — —

FOTIGN ..ottt ettt ettt e s 120,341 _(184.828)

$ 120341 8§ (184.828) ‘

The principal components of the Company’s deferred tax assets (liabilities) at December 31, 2002 and 2001 are as

follows:
2002 2001
Net operating 10ss carryforwards ..........cccoviviroricieinceeeecc e $ 6,961,249 $ 5,196,932
Research and development credits ........ooivcvevieerieiceeiiicnc e 561,033 503,797
INtANGIDIE ASSEIS ...ecviiiiiiiieris ettt et et re b e et ete s s e e se e seeaeas 209,937 407,953
Reserves and acCrued EXPEINSES. ... c.ueeerieriarieiiieenceriiiaresieereessessssrsesssnreereanses 281,310 275,339
Deferred revenue
ORET ettt ettt s e e s stb et e te s et et s et e resententeenseanenaean (20.000) (48.548)
7,993,529 6,335,473
Less valuation alloWaNCE .........cocevveeicviinier et (7.929.042) _ (6,150,645)
Net deferred tAX @SSELS ..oovvvi ittt eaeaas g 64487 § 184,828

A reconciliation of the provision (benefit) for income taxes to the amount computed by applying the statutory income tax

rates to loss before income taxes is as follows:

2002 2001

Amounts computed at StATULOTY TALES ....covvveecririeserreeieenreie e enere et $ (1,548,005) $ (2,080,031)
State income tax, net of federal benefit..........ccoooeoevviinnieiciecee e, (270,445) (213,779)
FOTEIZN 18X 1..iovtieiiiieerieiiei ettt cr ettt beeraesbaste e sae e s eane e s eneasbenees 120,341 (184,828)
GoodWill AMOTLIZATION .....ccveviiviiiiiieieee ettt et e s e eas e — 299,737
OBNET .ttt et et b e bttt r e et s et eeereseees 40,053 (23,949)
Net change in valuation alloWance............cc.occeivveieieeiienieeiec e 1,778.397 2,018,022

§ 120341 § 184828
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The Company has established a valuation allowance against its deferred tax asset due to the uncertainty surrounding the
realization of such asset. Management periodically evaluates the recoverability of the deferred tax asset. At such time as it is
determined that is more likely than not that deferred tax assets are realizable, the valuation allowance will be reduced.

At December 31, 2002 and 2001, the Company had federal net operating loss carryforwards of approximately
$18,534,000 and $13,500,000, respectively, state net operating loss carryforwards of approximately $10,022,000 and $7,500,000,
respectively, which may be available to offset future taxable income for tax purposes. The federal net operating loss
carryforwards expire at various dates from 2003 through 2022. The state net operating loss carryforwards expire at various dates
from 2003 through 2007. In addition, the Company had foreign operating losses carryforwards of approximately $386,000 at
December 31, 2001, which were used during 2002 to offset taxable income of its foreign operations.

The Company also had federal research credit carryforwards of approximately $361,000 and $335,000 and state research
credit carryforwards of approximately $200,000 and $169,000 for tax purposes at December 31, 2002 and 2001, respectively.
The federal carryforwards will begin to expiring, if unused, in 2007.

The Internal Revenue Code (the “Code”) limits the availability of net operating losses and certain tax credits that arose
prior to certain cumulative changes in a corporation’s ownership resulting in a change of control of the Company. The Company’s
use of its net operating loss carryforwards and tax credit carryforwards will be significantly limited because the Company
underwent “ownership changes” in 1991, 1995, and 2000. The effect of the existing limitation has been reflected in the above
summary of the deferred tax assets.

9. Commitments and Contingencies
Employment Agreements

The Company has employment agreements with its Chief Executive Officer, Senior Vice President of Administration and
Chief Financial Officer, Vice President of Research and Development, President of ImageWare Systems Law Enforcement Group,
and President of ImageWare Systems Digital Photography. The Company may terminate the agreements with or without cause. Should
the Company terminate the agreements without cause, the officers are entitled to compensation ranging from 12 to 36 months of
salary.

License Agreements

During 2001, the Company renewed a license agreement related to technology used in its products. Under the terms of the
agreement, the Company is required to pay royalties at fixed fees or percentages based upon product sales. The agreement expires in
October 2003. Minimum payments under the terms of the agreement are $100,000 per year.

Letter of Credit
As collateral for performance on the Company’s operating lease for its office and research and development facilities, the
Company is contingently liable under an irrevocable standby letter of credit in the amount of $30,000. The letter of credit expires

July 31, 2003. As a condition, the bank requires the Company to invest an equal amount in the form of a one year certificate of
deposit which matures in March 2003. As of December 31, 2002, there were no drawings against the outstanding balance.

Litigation
The Company is involved in certain legal proceedings generally incidental to its normal business activities. While the

outcome of such proceedings cannot be accurately predicted, the Company does not believe the ultimate resolution of any such
existing matters should have a material effect on its financial position, results of operations or cash flows.
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Leases

The Company currently leases office and research and development space under operating leases which expire at various
dates through December 2006.

At December 31, 2002, future minimum lease payments are as follows:

Operating Leases Capita] Leases Total
2003 $ 657,077 $ 2,052 § 659,129
2004 $ 496,725 $ 2,052 . § 498,777
2005 $ 477413 3 2,052 % 479,465
2006 $ 254,871 § 684 § 255,555
2007 $ - 3 - 8 -
$ 1,886,086 $§ 6,840 $ 1,892 926

The Company is committed to a three year lease for office space h\ousing its Digital Photography operations in Costa
Mesa, California which is for 4,275 square feet. During the fourth quarter of 2002, the Company consolidated these operations
into its corporate headquarters in San Diego, California and vacated the premises. The Company does not intend to occupy
this space and is actively seeking a tenant to sub-lease this space. As of December 31, 2002, the Company has been unable to
secure a tenant to sub-lease this space. During the quarter ended December 31, 2002, the Company recorded an estimated loss
on its lease commitment totaling $132,416, which is included in current accrued liabilities on the balance sheet. In determining
this estimated loss for its lease commitment, the Company has been required to make various assumptions, including
occupancy dates for new tenants, sub-lease rental rates, tenant improvement allowances, abandoned leasehold improvements
and commission payments, that involve estimates and judgments. In formulating its assumptions, the Company took into
account current and projected real estate market conditions. If the Company’s estimates and related assumptions change in the
future, the Company may be required to revise this estimated loss on its lease commitment. If any revisions to its estimated
loss are necessary, then an additional loss or a benefit will be recorded.

Rental expense under operating leases for the years ended December 31, 2002 and 2001 was approximately $1,006,000 and
$819,892 respectively. ‘

10. Equity

The Company’s Articles of Incorporation were amended effective August 31, 1994 and authorize the issuance of two classes
of stock to be designated “Common Stock™ and “Preferred Stock,” provide that both Common and Preferred Stock shall have a par
value of $.01 per share and authorize the Company to issue 50,000,000 shares of Common Stock and 4,000,000 shares of Preferred
Stock. The Preferred Stock may be divided into such number of series and with the rights, preferences, privileges and restrictions as
the Board of Directors may determine.

Series B Convertible, Redeemable Preferred Stock

In April 1995, the Company’s Articles of Incorporation were amended to authorize 750,000 shares of Series B Convertible
Redeemable Preferred Stock (“Series B”). Each 5.275 shares of Series B are convertible into one share of the Company’s common
stock. As of December 31, 2002, the Company had 269,400 shares of Series B outstanding.

The holders of Series B are entitled to cumulative preferred dividends payable at the rate of $.2125 per share per annum
commencing April 30, 1996, subject to legally available funds. The Series B plus accrued but unpaid dividends are convertible at the
option of the holder into shares of common stock at a conversion price equal to the original Series B issue price as adjusted to prevent
dilution. The Series B will automatically be converted into shares of common stock upon the closing of an underwritten public
offering at a price per common share of not less than $31.65. If the public offering price is less than $31.65 but at least $21.10 per
share, the conversion shall still be automatic upon writtén consent of a majority of the then outstanding shareholders of Series B.

The Series B, on an as-converted basis, have the same voting rights per share as the Company’s common shares; provided,
that the Series B has a special right to elect one director if the Company defaults in the payment of any dividend to the holders of
Series B. The Series B are entitled to initial distributions of $2.50 per share of Series B outstanding, upon liquidation and in
preference to common shares and any other series of preferred stock plus all accrued but unpaid dividends.
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Any time after December 31, 2000, the Company has the right to redeem all or some of the outstanding shares of Series B at
a price equal to the original issue price, plus all accrued but unpaid dividends.

As of December 31, 2001, the Company had 304,400 shares of Series B outstanding. During 2002, 35,000 shares of Series B
preferred stock were converted into 7,663 shares of common stock. At December 31, 2002 and 2001, the Company had cumulative
undeclared dividends of $146,337 and $81,750, respectively.

Warrants

As of December 31, 2002, warrants to purchase 2,865,227 shares of common stock at prices ranging from $4.74 to $16.46
were outstanding. All warrants are exercisable as of December 31, 2001 and expire at various dates through September 2005.

11. Stock Option Plans

On August 31, 1994, the directors of the Company adopted the Company’s 1994 Employee Stock Option Plan (the “1994
Plan”) and the 1994 Nonqualified Stock Option Plan (the “Nonqualified Plan™). The 1992 Stock Option Plan and options previously
granted were canceled by the Board of Directors.

The 1994 Plan originally provided for officers and other key employees to receive nontransferable incentive stock options to
purchase up to 170,616 shares of the Company’s common stock. The number of stock options issued and outstanding and the number
of stock options remaining available for future issuance are shown in the table below. The option price per share must be at least
equal to 100% of the market value of the Company’s common stock on the date of grant and the term may not exceed ten years.

The Nonqualified Plan originally provided for directors and consultants to receive nontransferable options to purchase up to
18,957 shares of the Company’s common stock. The number of options issued and outstanding and the number of options remaining
available for future issuance are shown in the table below. The option price per share must be at least equal to 85% of the market
value of the Company’s common stock on the date of grant and the term may not exceed five years.

Both the 1994 Plan and the Nonqualified Plan are administered by the Board of Directors or a Committee of the Board
which determines the employees, directors or consultants which will be granted options and the terms of the options, including vesting
provisions which to date has been over a three year period. Both the 1994 Plan and the Nonqualified Plan expire on August 31, 2004.

Due to a significant decline in the estimated fair value of the Company’s common stock, in February 1999, the exercise price
of previously granted stock options was repriced to $5.28 per share, which was based upon the fair value of the Company’s common
stock as of that date, as determined by the Company’s Board of Directors. The Company was required to record compensation
expense equal to the difference between the estimated fair value of the common stock and the exercise price of the repriced options.
For the years ended December 31, 2002 and 2001, the Company recorded no compensation expense as the exercise price was equal or
above the estimated fair value.

On December 17, 1999, the Company’s Board of Directors adopted the ImageWare Systems, Inc. Amended and Restated
1999 Stock Option Plan (the “1999 Plan”). Under the terms of the 1999 Plan, the Company could, originally, issue up to 350,000 non-
qualified or incentive stock options to purchase common stock of the Company. The number of options issued and outstanding and
the number of options remaining available for future issuance are shown in the table below. The 1999 Plan has substantially the same
terms as the 1994 Employee Stock Option Plan and the 1994 Nonqualified Stock Option Plan and expires on December 17, 2009.

On September 12, 2001, the Company’s Board of Directors approved adoption of the 2001 Equity Incentive Plan (the “2001
Plan”). Under the terms of the 2001 Plan, the Company may issue stock awards to employees, directors and consultants of the
Company, and such stock awards may be given for nonstatutory stock options (options not intended to qualify as an “incentive stock
option” within the meaning of Section 422 of the Internal Revenue Code of 1986, as amended), stock bonuses, and rights to acquire
restricted stock. The Company originally reserved 1,000,000 shares of its common stock for issuance under the 2001 Plan. The
number of options issued and outstanding and the number of options remaining available for future issuance are shown in the table
below.
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The 2001 Plan is administered by the Board of Directors or a Committee of the Board as provided in the 2001 Plan. Options
granted under the 2001 Plan shall not be less than 85% of the market value of the Company’s common stock on the date of the grant,
and, in some cases, may not be less than 110% of such fair market value. The term of options granted under the 2001 Plan as well as
their vesting are determined by the Board and to date, options have been granted with a ten year term and vesting over a three year
period. While the Board may suspend or terminate the 2001 Plan at any time, if not terminated earlier, it will terminate on the day
before its tenth anniversary of the date of adoption.

Stock Option Plans
As of December 31, 2002
Number of securities
remaining available for
Number of securities to be future issuance under equity
issued upon exercise of compensation plans
outstanding options, (excluding securities
warrants and rights reflected in column (a))
(a) (b)
1994 Plan 121,708 28,245
Nongualified Plan 18,957 -0-
1999 Plan 347,400 1,660
2001 Plan 909.613 89,655
Total 1.397.678 119,560

The following table summarizes employee stock option activity since December 31, 2000:

Weighted-
Average
Options Exercise Price
Balance at December 31, 2000 ..ottt ete st se ettt sn e e sennesren 592,703 $ 6.36
GIANLEQ.....eeveveereeretceec e s e et st e e s ste e e s sae e s e st ee b et ere s s e bebanstess sesasnsetasasessssssasesansaneresrn 853,833 § 347
EXPIred/Canceled.........ocomeenicinniceieneceie sttt sn et st e ne (116,096) $ 5.53
EXEICISEA. ..ottt sttt ettt s sttt aa sk esene s et see R anaananen (20.023) $ 5.29
Balance at December 31, 2001 .......ovoviiririiireeicireieceetertereres e sbes s sasessesbesssessesnsotessresnesses 1,310,417 $ 4.56
GIAMEA. ....cecv e renrterrre ettt e s be b e s e s s s ses s e es e essebeseseresebeserensssaesesearesesesstansbenen 255,508 $ 375
EXDIred/Canceleq..........ccovuuiririreiienrceri e esersesesaesste s ssesserese s ssressasessssressoronsnssons (167,831) § 3.02
EXEICISEA. ... v eieiectce ittt reee e besnastar e ese e e b s bes e b ses s s pe et ana st ene (416) $ 3.00
Balance at December 31, 2002 ......c.ovoeiviiriiiiiseeeierestesesteee s sst e s e estessae st sebsses st essenestessasnas 1,397.678 $ 4.59

At December 31, 2002, a total of 745,068 options were exercisable at a weighted average price of $5.22 per share. At
December 31, 2001, a total of 327,471 options were exercisable at a weighted average price of $6.31 per share.
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The following table summarizes information about employee stock options outstanding and exercisable at December 31,

2002:
Options Outstanding
Weighted-
Average
Number Remaining Life
Exercise Price Qutstanding (Years)
$1.99- 215 s 125,000 9.76
$3.00-4.90...ir e 557,146 8.73
S 528 121,708 1.12
$5.29- 6.51 o 494,867 8.06
$8.00-11.00 . 98.957 5.95
Total.......cooeerece e 1.397.678

©#2 OO

Weighted-
Average
Exercise Price

2.05
3.05
5.28
6.11
8.07

745.068

Options Exercisable
Weighted-
Number Average
Exercisable Exercise Price

0 3 0.00
255,677 $ 3.00
121,708 § 5.28
268,725 % 6.26
98958 § 8.07

The weighted-average grant-date fair value per share of options granted to employees during the years ended December 31,

2002 and 2001 was $2.59 and $2.65, respectively.

12. Employee Benefit Plan

During 1995, the Company adopted a defined contribution 401(k) retirement plan (the “Plan™). All employees aged 21 years
and older become participants after completion of three months of employment. The Plan provides for annual contributions by the

Company determined at the discretion of the Board of Directors. Participants may contribute up to 20% of their compensation.

Employees are fully vested in their share of the Company’s contributions after the completion of five years of service. The
Company made a contribution in 2001 for the 2000 plan year of $42,031. The company has accrued a contribution of $50,000 for the

2002 plan year.
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13. Pension Plan

One of the Company’s foreign subsidiaries maintains a defined benefit pension plan that provides benefits based on length of
service and final average earnings. Periodic benefit costs for 2001 are from the date of the Company's acquisition of the pension
plan, March 30, 2001, through December 31, 2001. :

The following table sets forth the benefit obligation, fair value of plan assets, and the funded status of the Company’s plan;
amounts recognized in the Company’s consolidated financial statements; and the assumptions used in determining the actuarial
present value of the benefit obligations as of December 31:

2002 . 2001
Change in projected benefit obligation:
Benefit obligation at beginning of Year.............cccoirenniercrii $ 588,573 § 304,611
SETVICE COSLuveitiririeriritreiririeerietarrarestee s e sesesesaesabesabeesraesabesatssebeesessbessanesnessanssnress 115,186 33,123
IIIEETESE COSL..uvririiiiiiiiriiiieiiicteie it b e eetbeestae eeessesaestraesensesannesssasessnstennsessssesnnsssneas 59,047 35,619
Actuarial @ain (108S)....vveivimerimierinirinernre st sttt sttt et (4,323) 215,220
Effect of exchange rate Changes .........c.coevecveeieniienimencrecnse e 125,000 —
Benefits Paid.....c.cce it — —
Benefit obligation at end of Year..........cccvevieiivninncc e 883.483 588,573
Change in plan assets
Fair value of plan assets at beginning of year........c..cccvvvvecnvncinininriiininens 163,784 124,079
Actual return Of Plan aSSeLS........eveerviceririiee ettt s (11,104) (7,576)
Company CONIBULIONS ......ccvvviviiriiiiiiii s et 82,531 47,281
Benefits PAId........coverieriieriinieriiiier st eri ettt e n et e — —
Fair value of plan assets at end of Year..........ccooveieivveic s 235211 163,784
UnNfUnAed STATUS ......c.vovveriereieie sttt sveb s et se e seeneerersesmnenssessneens e (648,272) (424,789)
Unrecognized actuarial 1088 .........occiiviiiniircciiccnniece et ss oot eveae 242,151 215,220
Unrecognized prior service (benefit) Cost.........oociiiiiiinin — —
Unrecognized transition (asset) liability .......oooccverneriviniinmnnnin, — —
Prepaid (accrued) benefit COSt......oceriiiiiirieeriece e et $ (406,121) $ {209.569)
Weighted-average assumptions as of December 31:
DISCOUNLE TALE....oeieierereriirresieesisiiaeete e st ertte e st e ret e besiaesesan e besseest st entesansaeesbe ot 6.0% 6.0%
Expected return on plan assets.......ooviiiiiiiniiiiciiii e 7.0% 7.0%
Rate of COMPENSAON INCICASE ...ovveecerirrreerire st e bene 2.5% 2.5%
Components of net periodic benefit cost are as follows:
SEIVICE COBL..uvviiiitiiiiriiieiiieeirterereresraessrtesesrsbeeasssseesastessanteransesnsssnesrnearastesessasessses 115,186 33,123
Interest cost on projected benefit obligations .........coccevvevevvevecieeini e, 59,047 35,619
Expected return On PIaN @SSELS.....ccuicereeirenriirienieriniesieeit st s s s seesesseesiesressnen (13,837) (11,057)
Amortization Of PriOr SETVICE COSS...uuviiiiiniiiiiniieniertieitecerirese et esesetestasssebessesinnes — —
Amortization of actuarial 0SS .......o.ovcverrinirinicneie et s 5.845 —
Net periodic benefit COSLS .......coviviririiieirerer et s reeas 166,241 57.685

14. Exit Activities

The Company adopted the provisions of Statement of Financial Accounting Standard (“SFAS”) No. 146 — Accounting for
Costs Associated with Exit or Disposal Activities in the fourth fiscal quarter of the year ended December 31, 2002. The
Company terminated its operating lease for 4,275 square feet of office space used to house our Digital Photography operations and
moved these operations to its San Diego, California facility. In connection with this exit activity, the Company also reduced
headcount. The Company has recorded a liability for the remaining lease payments under the operating lease net of estimated sublease
rents of $132,000 and accrued $6,000 in severance as of December 31, 2002. These expenses are classified as part of general and
administrative expenses as of December 31, 2002, .
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15. Related Party Transactions

RDL Holdings LTD ("RDL") is considered to be an affiliated entity because a major shareholder of this entity is also a major
shareholder of the Company.

ITC entered into a five-year operating lease for its office and research and development facilities from RDL. The Company
recorded rent expense of $26,000 and $270,000 for the years ended December 31, 2002 and 2001, respectively. At December 31,
2002, $76,000 in accrued rent remained unpaid.

Prior to the consummation of the ITC merger, certain ITC shareholders advanced funds to ITC on a regular basis for general
corporate and working capital purposes. Amounts owed to the shareholders for these advances at December 31, 2002 and 2001 were
$208,000 and $208,000, respectively.

The Company has a development contract with a non-employee shareholder. There were no costs incurred under the
development contract for the years ended December 31, 2002 and 2001. In June 2001, the Company converted the amounts due the
shareholder into a note payable of $270,000 which includes a principal balance of $170,000 and accrued but unpaid interest of
$100,000. The note bears interest at 10% per annum and calls for monthly payments of $15,000 until January, 2003. In conjunction
with the ITC transaction, the shareholder became an employee of the Company. At December 31, 2002, $8,244 of this note was
unpaid and classified as part of notes payable to related parties. This note was paid in full in January 2003.

A shareholder of the Company received an annual fee for management services provided to the Company. There were no
costs incurred for these management services for the years ended December 31, 2002 and 2001, respectively. Amounts owed to the
shareholder at December 31, 2002 and 2001 were $47,000 and $47,000, respectively. In conjunction with the ITC transaction, the
shareholder became an employee of the Company. Amounts due to this shareholder for management services accrue interest at a rate
of 10% per annum.

During the year ended December 31, 2001, the company entered into a consulting agreement for business development
consulting services with a member of the Board of Directors. The agreement, which commenced in August 2001, was for a period of
five months and may be terminated by either party after October 31, 2001 for any reason. The agreement called for a fee of $10,000
per month, plus reimbursable expenses. During the year ended December 31, 2001, the Company recorded expenses of $99,000 of
which approximately $8,000 was unpaid at December 31, 2001and subsequently paid in 2002. As of December 31, 2001, the
agreement had expired and was not renewed.

16. Subsequent Event
The Massachusetts Institute of Technology and Electronics for Imaging filed a lawsuit against several defendants, including
the Company. As of January 30, 2003, the Company entered into a settlement agreement in which the plaintiffs agreed to dismiss the

lawsuit, with prejudice, in exchange for the payment of a settlement fee. The settlement amount is included in current accrued
liabilities on the Company's balance sheet at December 31, 2002.
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Exhibit 21.1

SUBSIDIARIES OF REGISTRANT
XImage Corporation, a California corporation

ImageWare Systems ID Group, Inc., a Delaware corporation
(formerly Imaging Technology Corporation)

L.W. Systems Canada Company, a Nova Scotia unlimited liability company

ImageWare Digital Photography Systems, LLC, a Nevada limited liability company (formerly Castleworks LLC)
E-Focus West LLC, a Nevada limited liability company

G&A Imaging, Inc., a Nevada corporation

Digital Imaging International GmbH, a company formed under German laws

Digital Imaging Asia Pacific Pte. Ltd., a company formed under Singapore laws




Exhibit 23.1
CONSENT OF INDEPENDENT ACCOUNTANTS

We hereby consent to the incorporation by reference in the Registration Statements on Form S-8 (No. 333-74016) and Form S-3
(No. 333-64192) of ImageWare Systems, Inc. of our report dated April 11, 2003 relating to the consolidated financial statements,
which appears in this Annual Report on Form 10-KSB.

PricewaterhouseCoopers LLP

San Diego, CA
April 15,2003




Exhibit 99.1

CERTIFICATION

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C. § 1350, as adopted), S. James Miller, Jr., Chief Executive
Officer of ImageWare Systems, Inc. (the “Company”), and Wayne Wetherell, the Chief Financial Officer of the Company, each
hereby certifies that, to the best of his knowledge:

1. The Company’s Annual Report on Form 10-KSB for the period ended December 31, 2002, to which this Certification is
attached as Exhibit 99.1 (the “Report™) fully complies with the requirements of section 13(a) of the Securities Exchange Act
of 1934, as amended; and

2. The information contained in the Report fairly presents, in all material respects, the financial condition of the
Company at the end of the periods covered by the Report and the results of operations of the Company for the periods
covered by the Report.

Dated: April 14, 2003

/s/ S. JAMES MILLER. JR. /s/ WAYNE WETHERELL
S. James Miller, Jr. Wayne Wetherell
Chief Executive Officer Chief Financial Officer

A signed original of this written statement required by Section 906 has been provided to ImageWare Systems, Inc. and will be
retained by ImageWare Systems, Inc. and furnished to the Securities and Exchange Commission or its staff upon request.
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EXPLANATORY NOTE: This Amendment No. 1 on Form 10-KSB/A (“Amendment No. 1”’) amends the Registrant’s Annual Report
on Form 10-KSB, as filed by the Registrant on April 15, 2003 (the “Report”), and is being filed solely to replace Part III, Item 9
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Financial Officer pursuant to Section 906 of the Sarbanes-Oxley Act. In accordance with SEC Release No. 34-47551, this certification is
submitted as Exhibit 99.1 to this Amendment No. 1. Except as otherwise stated herein, all other information contained in the original

Report has not been updated by this Amendment No. 1.
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PART 11l
ITEM 9, Directors, Executive Officers, Promoters and Control Persons; Compliance with Section 16(a) of the Exchange Act.

The following table sets forth information regarding our Directors as of April 15, 2003:

NAME AGE POSITION CURRENTLY HELD WITH THE COMPANY
Mr. S. James Miller, Jr. 45 Chief Executive Officer and Chairman of the Board of Directors
Mr. John Callan 56 Director

Mr. Patrick Downs 66 Director

Mr. John Holleran , 76 Director

:Mr. David Loesch . 58 Director

Mr. Yukuo Takenaka 60 Director

S. James Miller, Jr. has served as the Company’s Chief Executive Officer of the Company since 1990 and Chairman of the Board since
1996. He also served as the Company’s President from 1990 until 2003. From 1980 to 1990, Mr. Miller was an executive with Oak
Industries, Inc., a manufacturer of components for the telecommunications industry. While at Oak Industries, Mr. Miller served as a
director and as General Counsel, Corporate Secretary and Chairman/President of Oak Industries’ Pacific Rim subsidiaries. Mr. Miller
has a J.D. from the University of San Diego School of Law and a B.A. from the University of California, San Diego.

John Callan was elected to the board in September 2000. in 2002, Mr. Callan co-founded a logistics strategy consulting firm, Ursa
Major Associates, LLC, where he serves as its principal. From 1997 to 2002, he was an independent business strategy consultant in
the imaging and logistics fields. From 1995 to 1997, he served as Chief Operating Officer for Milestone Systems, a shipping systems
software company, and from 1987 to 1995, served as a senior executive at Polaroid Corporation.

Patrick Downs was elected to the board in August 1994, Since 1997, Mr. Downs has been Chairman of Control Commerce, LLC, an
internet e-commerce business. He is also a founding shareholder of NTN Communications, Inc., an interactive television Company,
and served as its Chairman and Chief Executive Officer from 1983 to 1997. Since 1999, Mr. Downs has also served on the Board of
Directors of Tullamore Corp., a video services company. In 2002, Mr. Downs co-founded DNA Protective Corporation, a private
company involved in marketing DNA testing services to the general public through the use of DNA technology which previously was
only available to researchers. Mr. Downs serves as Chairman and CEO of DNA Protective Corporation.

John Holleran was elected to the board in May 1996. Since 1974, Mr. Holleran has been a management and investment consultant.
Prior to consulting, Mr. Holleran served as the Chief Financial Officer, Executive Vice President and Chief Operating Officer of
Southwest Gas Corporation. He served as Executive Vice President of the Hawaii Corporation, a diversified holding company, and as
President and Chairman of Property Research Financial Corporation, a real estate investment and syndication firm, from 1972 to 1974,
Mr. Holleran has also served as a director of Kilroy Industries, a national office building and office park developer, as a director of
Walker & Lee, a national full service real estate firm, and as a director of NTN Communications, Inc., a company engaged in the
interactive television business.

David Loesch was elected to the board in September 2001 after 29 years of service as a Special Agent with the Federal Bureau of
Investigations (FBI). At the time of his retirement from the FBI, Mr. Loesch was the Assistant Director in Charge of the Criminal
Justice Information Services Division of the FBI. Mr. Loesch was awarded the Presidential Rank Award for Meritorious Executive in
1998 and has served on the board of directors of the Special Agents Mutual Benefit Association since 1996, He is also a member of the
International Association of Chiefs of Police and the Society of Former Special Agents of the FBI, Inc. Mr. Loesch served in the
United States Army as an Officer with the 101st Airborne Division in Vietnam. He holds a Bachelor’s degree from Canisius College
and a Master’s degree in Criminal Justice from George Washington University.

Yukuo Takenaka was elected to the board in April 1997. Mr. Takenaka is a founder and has served as Chairman of The Takenaka
Partners Group, a global investment banking and advisory organization with headquarters in Los Angeles since 1989. From 1973 to
1989, Mr. Takenaka was a partner of KPMG Peat Marwick where he was the National Director of their Japanese Practice. Mr,
Takenaka is a member of the American Institute of Certified Public Accountants and the California Society of Certified Public
Accountants,




The following table sets forth the names, ages and positions of the Company’s Executive Officers as of April 15, 2003:

NAME AGE PRINCIPAL POSITION HELD WITH THE COMPANY
Mr. S. James Miller, 49 Chief Executive Officer and Chairman of the Board of Directors
Ir.
Mr. Wayne Wetherell 50 Sr. Vice President of Administration and Chief Financial Officer
Mr. William Ibbetson 34 Chief Technical Officer and Vice President of Research and
‘ Development
Mr. Paul Devermann 47 President of ImageWare Digital Photography Systems
Ms. Lori Rodriguez 39 President of Law Enforcement Solutions Group
Mr. Joe Schuler 61 President of 1D Solutions Group

Wayne Wetherell has served as the Company’s Senior Vice President of Administration and Chief Financial Officer since May 2001.
From 1996 to May 2001, he served as Vice President of Finance and Chief Financial Officer. From 1991 to 1996, Mr. Wetherell was
the Vice President and Chief Financial Officer of Bilstein Corporation of America, a manufacturer and distributor of automotive parts.
Mr. Wetherell holds a B.S. degree in Management and a M.S. degree in Finance from San Diego State University.

William Ibbetson joined the Company in 1992 as a Field Support Technician and has served as the Company’s Chief Technical Officer
since April 1996. Mr. Ibbetson has served as the Company’s Vice President of Research and Development since November 2000. Mr.

Ibbetson holds a Certification in Computer Electronics Technology from Coleman College.

Paul Devermann has served as President of ImageWare Digital Photography Systems LLC since August 2001. From March 2001 to
August 2001, Mr, Devermann served as Senior Vice President of Corporate Development. From 1997 to March 2001, Mr. Devermann
served as Vice President of Sales and Business Development. From 1992 to 1997, Mr. Devermann served as the managing director
and founding partner of Intra-International Trade and Transactions, an international consulting and trading company that facilitates
business transactions between United States and Japanese companies. Mr. Devermann holds a B.S. degree in Marketing from
Northern Hlinois University and an M.B.A. from the University of Puget Sound.

Lori Rodriguez has served as President of the Company’s Law Enforcement Solutions Group since October 2002. Prior to that, Ms.
Rodriguez served as President of the Company’s Americas Group from January 2002 to October 2002 and prior to that, as Vice
President of Sales and Marketing for the Company. From 1998 until joining the Company in March 2001, Ms. Rodriguez served as
Chief Operating Officer of SDCR Business Systems, a point-of-sale systems integrator for the retail and foodservice industries. From
1996 to 1998, Ms. Rodriguez served as the Executive Director of Sales and Marketing at SDCR Business Systems. Ms. Rodriguez
holds a B.S. degree in Marketing and an Executive M.B.A. from San Diego State University.

Joe Schuler has served as President of the Company’s 1D Solutions Group since October 2002. From 1999 to 2002 Mr. Schuler was
Director of Business Development for Fargo Electronics, a manufacturer of plastic card printers and encoding systems. During 1997
and 1998, Mr. Schuler was Corporate Director and Senior Vice President of Sales & Marketing for The Pathways Group. Other
previous positions held by Mr. Schuler include Director of Sales & Marketing and Project Management for Schlumberger Smart Cards
and Systems; President/CEO for Gemplus Card International Corp (North America); Vice President and General Manager for
DataCard Corporation; Director of Smart Card Planning for Visa International; and Vice President of Product Development for
Citicorp. Mr. Schuler is a graduate of the Carlson School of Management.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Securities Exchange Act of 1934 (the “1934 Act”) requires the Company’s directors and executive
officers, and persons who own more than ten percent of a registered class of the Company’s equity securities, to file with the SEC
initial reports of ownership and reports of changes in ownership of common stock and other equity securities of the Company.
Officers, directors and greater than ten percent shareholders are required by SEC regulation to furnish the Company with copies of all

Section 16(a) forms they file.

To the Company’s knowledge, based solely on a review of the copies of such reports furnished to the Company and written
representations that no other reports were required, during the fiscal year ended December 31, 2002, all Section 16(a) filing
requirements applicable to its officers, directors and greater than ten percent beneficial owners were complied with, except that: (i) one
report, covering one grant of options, was filed late by Mr. Callan; (ii) one report, covering one grant of options, was filed late by Mr.
Downs; (iii) one report, covering one grant of options, was filed late by Mr. Holleran; (iv) one report, covering one grant of options,
was filed late by Mr. Loesch; (v) one report, covering one grant of options, was filed late by Mr. Takenaka; and (vi) an initial report of
ownership and one report, covering one grant of options, were filed late by Mr. Schuler.
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ITEM 10. Executive Compensation.

Compensation of Directors

Each non-employee director of the Company receives a monthly retainer of $2,000 for serving on the Board. The members of
the Board of Directors are also eligible for reimbursement for their expenses incurred in attending Board meetings in accordance with
Company policy. For the fiscal year ended December 31, 2002, the total amounts paid to non-employee directors were $128,513.98.

Non-employee directors of the Company are also eligible to receive stock option grants under the 1994 Nonqualified Stock
Option Plan (the “Directors’ Plan”) or the 2001 Equity Incentive Plan (the “2001 Plan™). Only non-employee directors of the
Company or an affiliate of such directors (as defined in the Internal Revenue Code) are eligible to receive options under the Directors’
Plan. Options granted under the Directors’ Plan and the 2001 Plan are intended by the Company not to qualify as incentive stock
options under the Internal Revenue Code. ’

Under the Director’s Plan, we have issued options to purchase 18,957 shares at a weighted average exercise price of $8.39.
The plan is administered by our board. Subject to the provisions of this plan, the board determines who will receive options, the
number of options granted, the manner of exercise and the exercise price of the options. The term of the options granted under the
Director’s Plan may not exceed five years. No options may be granted after August 31, 2004. The exercise price of the options
granted under this plan must be equal to or greater than 85% of the fair market value of the shares of our common stock on the date the
option is granted. The term of options granted under the 2001 Plan is 10 years. In the event of a merger of the Company with or into
another corporation or a consolidation, acquisition of assets or other change-in-control transaction involving the Company, an
equivalent option will be substituted by the successor corporation, provided, however, that the Company may cancel outstanding
options upon consummation of the transaction by giving at least thirty (30) days notice.

During the last fiscal year, the Company granted options under the 2001 Plan covering 23,508 shares to non-employee
directors of the Company. John Callan was granted 2,000 options at an exercise price per share of $2.15. The fair market value of
such common stock on the date of grant was $2.15 per share (based on the closing sales price reported on the American Stock
Exchange for the date of grant). Patrick Downs was granted 5,261 options at an exercise price per share of $4.90 and 2,000 options at
an exercise price per share of $2.15. The fair market value of such common stock on the dates of grant was $4.90 and $2.15,
respectively, per share (based on the closing sales prices reported on the American Stock Exchange for the date of grant). John
Holleran was granted 5,261 options at an exercise price per share of $4.90 and 2,000 options at an exercise price per share of $2.15.
The fair market value of such common stock on the dates of grant was $4.90 and $2.15, respectively, per share (based on the closing -
sales prices reported on the American Stock Exchange for the date of grant). Yukuo Takenaka was granted 2,986 options at an
exercise price per share of $4.90 and 2,000 options at an exercise price per share of $2.15. The fair market value of such common
stock on the dates of grant was $4.90 and $2.135, respectively, per share (based on the closing sales prices reported on the American
Stock Exchange for the date of grant). David Loesch was granted 2,000 options at an exercise price per share of $2.15. The fair
market value of such common stock on the date of grant was $2.15 per share (based on the closing sales price reported on the
American Stock Exchange for the date of grant).  As of April 15, 2003, no options had been exercised by non-employee directors
under the Directors’ Plan or the 2001 Plan.




Compensation Of Executive Officers

The following table shows, for the fiscal years ended December 31, 2000, 2001 and 2002, compensation awarded or paid to,
or earned by, the Company’s Chief Executive Officer and its other four most highly compensated executive officers at December 31,

2002 (the “Named Executive Officers”):
Summary Compensation Table

Annual Compensation Long-Term Compensation
Other
Annual Securities All Other
Name and Principal Fiscal Salary Bonus Compen- Underlying Compen-
Position Year ) (8) sation($) Options (#) sation ($)
Mr. S. James Miller, Jr Chief 2002 266,535 — . 50.000 1.022(1)
Executive Officer 2001 253.614 e 103.500 37.029
2000 222,120 -— 89,000 5,646
Mr. Wayne Wetherell 2002 159,466 — : 25,000 705(1)
Vice President of Administration and 2001 149,453 — 47,000 36,539
Chief Financial Officer 2000 139,351 — 58,000 4,340
Mr. William Ibbetson 2002 142,380 — 12,500 232(1)
Chief Technical Officer and 2001 133,552 — 24,000 1,462
Vice President of Research 2000 109.097 e 15.000 2,537
Development ‘
Mr, Paul Devermann 2002 155,101 — — 504(1)
President of ImageWare Digital 2001 142,002 — 34,000 36,510
Photography Systems . 2000 133,162 — 58,000 4,253
Ms. Lori Rodriguez(2) 2002 159,536 — —_— 504(1H)
President Law Enforcement v 2001 102,854 — 80,000 368
Solutions Group
m Amount represents payment for term life insurance premium.

@) Ms. Rodriguez was first employed by the Company in March 2001.

Stock Option Grants And Exercises

The Company grants options to its executive officers and employees under its 2001 Plan, its 1999 Stock Option Plan (the
“1999 Plan™), and its 1994 Employee Stock Option Plan (the “1994 Plan”). As of April 15, 2003, options to purchase a total of
120,760 shares were outstanding and options to purchase 29,193 shares remained available for grant under the 1994 plan.
Additionally, options to purchase a total of 345,915 shares were outstanding and options to purchase 3,145 shares remained available
for grant under the 1999 Plan. Lastly, options to purchase a total of 889,903 shares were outstanding and options to purchase 109,365
remained available for grant under the 2001 Plan.

The following tables show for the fiscal year ended December 31, 2002, certain information regarding options granted to, exercised by,
and held at year-end by, the Named Executive Officers:

Option Grants in Last Fiscal Year

Number of Securities % of Total Exercise Or Base Expiration

Name Underlying Options Options(1) Price (§/Sh) Date

S. James Miller, Jr. 50,000 19.6% 5.60 1/23/12
Wayne Wetherell 25,000 9.8% 5.60 1/23/12
William Ibbetson 12,500 4.9% 5.60 1/23/12
Paul Devermann 0

Lori Rodriguez 0

(D Percentage calculated based upon a total of 255,508 options granted to employees of the Company in 2002.
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Aggregated Option Exercises in Last Fiscal Year, and Fiscal Year-End Option Values

Number of Securities Value of Unexercised
Underlying Unexercised In-the-Money Options(2) at Fiscal
Options at Fiscal Year-End(1) (#) Year-End(3)
Name Exercisable/Unexercisable Exercisable/Unexercisable
S. James Miller, Jr. 160,936/121,000 $1,563/82,188
Wayne Wetherell 99,601/59,200 $521/8729
William Ibbetson 63,508/31,783 $417/8583
Paul Devermann ‘ 94,184/26,617 $250/8350
Lori Rodriguez 33,334/46,666 -$1,667/$2,333

) None of the Named Executive Officers exercised Options during 2002.

2) The “Value of Unexercised In-The-Money Options™ is the aggregate, calculated on a grant by grant basis, of the product of
the number of unexercised options at the end of fiscal year 2002, multiplied by the difference between the exercise price for
the grant and the closing price of a share of Common Stock on the last day of the 2002 fiscal year ($3.05), excluding grants
for which the exercise price is greater than the closing price of a share of Common Stock on that day. The actual value, if
any, that will be realized upon the exercise of an option will depend upon the difference between the exercise price of the
option and the market price of the Common Stock on the date that the option is exercised.

Employment, Severance and Change of Control Agreements

In September 2000, we entered into an amended employment agreement with Mr. Miller pursuant to which Mr. Miller will
serve as President and Chief Executive officer. This agreement is for a three-year term ending December 31, 2004, which period is
renewed annually on December 31 of each year for a three-year term unless we give Mr. Miller prior notice of termination. This
agreement provides for annual base compensation in the amount of $234,000, which amount will be increased based on cost-of-living
increases. Currently, Mr. Miller’s annual salary is $261,506. Under this agreement, we will reimburse Mr. Miller for reasonable
expenses incurred in connection with our business. Mr. Miller may, within 30 days of a change in control, terminate his employment as
of a date not more than 60 days from the date of such change in control by giving 30 days advance written notice. In such event, he
will be entitled to payment of his entire unpaid Base Salary for the remaining term of his Employment Agreement, paid in one lump
sum, in addition to immediate vesting of all unvested options with sixty days to exercise the options and a continuation of all of his
benefits for a period of 3 years.

On March 1, 1999, we entered into an amended employment agreement with Mr. Wetherell pursuant to which Mr. Wetherell
will serve as our Chief Financial Officer. This agreement was for a term ending April 30, 2002, and has been extended to a term ending
April 30, 2003 and extended thereafter for additional one year terms unless either party gives 30 days notice prior to the expiration of a
term. This agreement provides for annual base salary in the amount of $112,144, which amount will be increased based on cost-of-
living increases and may also be increased based on performance reviews. Currently, Mr. Wetherell’s annual salary is $156,457. Under
this agreement, we will reimburse Mr. Wetherell for reasonable expenses incurred in connection with our business. Additionally, Mr.
Wetherell will be entitled to the full amount of his respective base salary for a period of one year in the event his employment with the
Company is involuntarily terminated other than for cause. Upon a change of control, Mr. Wetherell may terminate his employment by
giving 30 days advance written notice. In such event he will be entitled to payment of his entire unpaid Base Salary for a period of one
year from the date of his termination of employment.

On November 15, 2000, we entered into an employment agreement with Mr. Ibbetson pursuant to which Mr. Ibbetson will
serve as our Vice President of Research and Development and Chief Technical Officer. This agreement is for a term ending November
15, 2003. This agreement provides for an annual base salary of $125,000, which amount will be increased based on cost-of-living
increases and may also be increased based on performance reviews. Currently, Mr. Ibbetson’s annual salary is $139,693. Under this
agreement, we will reimburse Mr. Ibbetson for reasonable expenses in connection with our business. Mr. Ibbetson will also be entitled
to the full amount of his respective base salary for a period of one year in the event his employment with the Company is involuntarily
terminated other than for cause. Upon a change in control, Mr. Ibbetson may terminate his employment by giving 30 days advance
written notice. In such event he will be entitled to payment of his entire unpaid Base Salary for a period of one year from the date of
his termination of employment.




On March 1, 1999, we entered into an amended employment agreement with Mr. Devermann pursuant to which Mr.
Devermann will serve as our Vice President of Sales and Business Development. This agreement was for a term ending February 28,
2002, and has been extended to a term ending March 1, 2003 and extended thereafter for additional one year terms unless either party
gives 30 days notice prior to the expiration of a term. This agreement provides for annual base salary in the amount of $103,731,
which amount will be increased based on cost-of-living increases and may also be increased based on performance reviews. Currently,
Mr. Devermann’s annual salary is $150,869. Under this agreement, we will reimburse Mr. Devermann for reasonable expenses
incurred in connection with our business. Additionally, Mr. Devermann will be entitled to the full amount of his respective base salary
for a period of one year in the event his employment with the Company is involuntarily terminated other than for cause. If thereisa
change of control, Mr. Devermann may terminate his employment by giving 30 days advance written notice. If he does this, he will be
entitled to payment of his entire unpaid Base Salary for a period of one year from the date of his termination of employment.

On April 15, 2001, we entered into an employment agreement with Lori Rodriguez pursuant to which Ms. Rodriguez wiil
serve as our Vice President of Sales and Marketing. The agreement is for a term ending April 15, 2004. This agreement provides for
an annual base salary of $130,000, which amount will be increased based on cost-of-living increases and may also be increased based
on performance reviews. Currently, Ms. Rodriguez’s annual salary is $157,946. Under this agreement, we will reimburse Ms.
Rodriguez for reasonable expenses in connection with our business. Additionally, Ms. Rodriguez is entitled to the full amount of her
respective base salary for a period of one year in the event her employment with the Company is involuntarily terminated other than for
cause. Upon a change of control, Ms. Rodriguez may terminate her employment by giving 30 days advance written notice. In such
event she will be entitled to payment of her entire unpaid Base Salary for a period of one year from the date of her termination of
employment.

“Change of control” is defined in each of the employment agreements as the occurrence of any of the following events: (i) the
acquisition by a person of 50% or more of the voting power of the Company, (ii) a merger or consolidation of the Company with any
other corporation (other than a merger or consolidation that would result in the voting securities of the Company outstanding
immediately prior thereto continuing to represent 50% or more of the total voting power), (iii) the election to the Board of Directors of
a majority of directors not nominated by the Company’s management, or (iv) the approval by the Company’s shareholders of a plan of
complete liquidation or sale of substantially all of the Company’s assets.

ITEM 11. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters.
The information conceming securities authorized for issuance under equity compensation plans is set forth in Item 5 above.

The following table sets forth certain information regarding the ownership of the Company’s common stock as of April 15,
2003 by: (i) each director; (ii) each of the executive officers named in the Summary Compensation Table in Item 10 above; (iii)
all executive officers and directors of the Company as a group; and (iv) all those known by the Company to be beneficial owners of
more than five percent of its common stock.

Beneficial Ownership(1)

Name and Address of Beneficial Qwner Number of Shares Percent of Class

S. James Miller, Jr.(2) 331,234 5.6%
John Callan(3) , 31,861 *
Patrick Downs(4) S 54,538 *
John Holleran(5) ) ' ‘ 7,154 *
David Loesch(6) : . 5,499 *
Yukuo Takenaka(7) 8578 *
Wayne Wetherell(8) , . 150,729 2.6%
William Ibbetson(9) S 84,536 1.5%
‘Paul Devermann(10) _ PR PR 129,981 2.3%
Lori Rodriguez(11) _ 47,068 *
Perseus 2000 LLC(12) . 1.202.631 17.8%
2009 Pennsylvania Avenue, N.W, '

Suite 900

Washington, DC 20006 :

Total Shares Held By Directors and Executive Officers 851,178 13.9%
* Less than one percent.




(1) This table is based upon information supplied by officers, directors and principal shareholders and Schedules 13D and 13G filed
with the Securities and Exchange Commission (the “SEC™). Unless otherwise indicated in the footnotes to this table and subject
to community property laws where applicable, the Company believes that each of the shareholders named in this table has sole
voting and investment power with respect to the shares indicated as beneficially owned. Applicable percentages are based on
5,489,390 shares of common stock outstanding on April 15, 2003, plus 61,755 shares of Series B Preferred Stock on an as-
converted basis and adjusted as required by rules promulgated by the SEC. Unless otherwise indicated, the address for each listed
shareholder is ¢/o ImageWare Systems, Inc. 10883 Thornmint Road, San Diego, CA 92127.

{2) Mr. Miller serves as Chairman of the Board of Directors and Chief Executive Officer of the Company. Includes 84,679 shares
held jointly with spouse and by sons and 204,893 options exercisable within 60 days of the date reported.

(3) Includes 6,861 options exercisable within 60 days of the date reported.

(4) Includes 6,492 options exercisable within 60 days of the date reported.

(5) Includes 6,492 shares exercisable within 60 days of the date reported.

(6) Includes 4,999 shares exercisable within 60 days of the date reported.

(7) Includes 8,009 shares exercisable within 60 days of the date reported.

(8) Includes 120,966 shares exercisable within 60 days of the date reported.

(9) Includes 77,332 shares exercisable within 60 days of the date reported.

(10) Includes 102,967 shares exercisable within 60 days of the date reported.

(11) Includes 46,668 shares exercisable within 60 days of the date reported.

(12) Includes 1,052,631 shares issuable upon the conversion of convertible debt plus 150,000 shares issuable upon the exercise of
warrants.

ITEM 12. Certain Relationships and Related Transactions.

In addition to the employment agreements described above, the Company has entered into indemnity agreements with certain
officers and directors which provide, among other things, that the Company will indemnify such officer or director, under the
circumstances and to the extent provided for therein, for expenses, damages, judgments, fines and settlements he or she may be
required to pay in actions or proceedings which he or she is or may be made a party by reason of his or her position as a director,
officer or other agent of the Company, and otherwise to the fullest extent permitted under California law and the Company’s Bylaws.

During the year ended December 31, 2001, the Company entered into a consulting agreement for business development
consulting services with Mr, Callan, a member of the Company’s Board of Directors. The agreement, which commenced in August
2001, was for a period of five months and called for a fee of $10,000 per month, plus reimbursable expenses. During the year ended
December 31, 2001, the Company recorded expenses of $99,000 under this agreement. As of December 31, 2001, the agreement had
expired and was not renewed. '

SIGNATURES

In accordance with Section 13 or 15(d) of the Exchange Act, the registrant caused this report to be signed on its behalf by the
undersigned, thereunto duly authorized.

IMAGEWARE SYSTEMS, INC.
April 30, 2003 By: /s/ S, JAMES MILLER, JR.
S. James Miller, Jr.

Chief Executive Officer and
Chairman of the Board of Directors




CERTIFICATION
I, S. James Miller, the Chief Executive Officer of ImageWare Systems, Inc., certify that:
1. I have reviewed this annual report on Form 10-KSB of ImageWare Systems, Inc.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to state a material
fact necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with
respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual report, fairly present
in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented
in this annual report; '

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

(a) designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this annual report
is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days prior to the filing
date of this annual report (the “Evaluation Date™); and

(c) presented in this annual report, our conclusions about the effectiveness of the disclosure controls and procedures based on our
evaluation as of the Evaluation Date;

5. The registrant’s other certifying officer and 1 have disclosed, based on our most recent evaluation, to the registrant’s auditors
and the audit committee of registrant’s board of directors (or persons performing the equivalent functions):

(a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant’s ability to
record, process, summarize and report financial data and have identified for the registrant’s auditors any material weaknesses in
internal controls; and :

(b) any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal controls; and

6. The registrant’s other certifying officer and I have indicated in this annual report whether there were significant changes in
internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent evaluation,
including any corrective actions with regard to significant deficiencies and material weaknesses.

Dated:  April 30, 2003 /s/ S. James Miller
S. James Miller
Chief Executive Officer
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CERTIFICATION
I, Wayne G. Wetherell, the Chief Financial Officer of ImageWare Systems, Inc., certify that:
1. I have reviewed this annual report on Form 10-KSB of ImageWare Systems, Inc.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to state a material
fact necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with
respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual report, fairly present
in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented
in this annual report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

(a) designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this annual report
is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days prior to the filing
date of this annual report (the “Evaluation Date™); and

(c) presented in this annual report, our conclusions about the effectiveness of the disclosure controls and procedures based on our
evaluation as of the Evaluation Date;

5) The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation, to the registrant’s auditors
and the audit committee of registrant’s board of directors (or persons performing the equivalent functions):

(a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant’s ability to
record, process, summarize and report financial data and have identified for the registrant’s auditors any material weaknesses in
internal controls; and

(b) any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal controls; and

6. The registrant’s other certifying officer and I have indicated in this annual report whether there were significant changes in
internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent evaluation,
including any corrective actions with regard to significant deficiencies and material weaknesses.

Dated: April 30, 2003 /s!/ Wayne G. Wetherell
Wayne G. Wetherell
Chief Financial Officer
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Exhibit 99.1

CERTIFICATION

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C. § 1350, as adopted), S. James Miller, Jr., Chief Executive
Officer of ImageWare Systems, Inc. (the “Company”), and Wayne Wetherell, the Chief Financial Officer of the Company, each hereby
certifies that, to the best of his knowledge:

1. The Company’s Annual Report on Form 10-KSB for the period ended December 31, 2002, to which this Certification is attached
as Exhibit 99.1 (the “Report”) fully complies with the requirements of section 13(a) of the Securities Exchange Act of 1934, as
amended; and

2. The information contained in the Report fairly presents, in all material respects, the financial condition of the Company at the end
of the periods covered by the Report and the results of operations of the Company for the periods covered by the Report.

Dated: April 30, 2003

/s/_S. JAMES MILLER. JR. /si WAYNE WETHERELL
S. James Miller, Jr. Wayne Wetherell
Chief Executive Officer Chief Financial Officer

A signed original of this written statement required by Section 906 has been provided to ImageWare Systems, Inc. and will be retained
by ImageWare Systems, Inc. and furnished to the Securities and Exchange Commission or its staff upon request.
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Item 4. Changes in Registrant’s Certifying Accountant.

On July 29, 2003, the Audit Committee of the Board of Directors of ImageWare Systems, Inc. (the “Company”)
dismissed PricewaterhouseCoopers LLP (“PwC”) as the Company’s independent auditor, and on July 31, 2003, engaged
Stonefield Josephson, Inc. as the Company’s independent auditor for the fiscal year ending December 31, 2003.

PwC’s report on the consolidated financia! statements of the Company and its subsidiaries for the two fiscal years
ended December 31, 2002 includes a separate paragraph indicating that the Company’s losses from operations and net capital
deficiency raise substantial doubt about the Company’s ability to continue as a going concern. PwC’s report on the
consolidated financial statements of the Company and its subsidiaries for the two fiscal years ended December 31, 2001 also
includes a separate paragraph indicating that the Company’s losses from operations and net capital deficiency raise
substantial doubt about the Company’s ability to continue as a going concern. Other than the foregoing, PwC’s reports on the
financial statements for the past two years contained no adverse opinion or disclaimer of opinion and were not qualified or
modified as to uncertainty, audit scope or accounting principles.

During the two fiscal years ended December 31, 2001 and 2002, and in the subsequent period through July 29, 2003,
there were no disagreements between the Company and PwC on any matter of accounting principles or practices, financial
statement disclosure, or auditing scope or procedure, which disagreement, if not resolved to PwC’s satisfaction, would have
caused PwC to make reference to the subject of the disagreement in connection with their reports on the financial statements
for such years; and for the same periods there were no reportable events as described in Item 304(a)(1)(v) of Regulation S-K.

The Company provided PwC with a copy of the foregoing disclosures and requested that PwC furnish it with a letter
addressed to the SEC stating whether or not it agrees with the above statements. PwC’s letter, dated August 4, 2003, is filed

as Exhibit 16.1 to this Form 8-K.

During the fiscal years ended December 31, 2001 and 2002 and the subsequent interim period through July 31,
2003, the Company did not consult with Stonefield Josephson, Inc. regarding the application of accounting principles to a
specified transaction, the type of audit opinion that might be rendered on the Company’s financial statements or any other
matters or reportable events as set forth in Items 304(a)(2)(i) and (ii) of Regulation S-K.
Item 7. Financial Statements, Pro Forma Financial Information and Exhibits.

(c) Exhibits.

16.1 Letter from PricewaterhouseCoopers LLP to the Securities and Exchange Commission, dated August 4,
2003.

99.1 Press Release, dated August 5, 2003.

Item 9. Regulaticn FD Disclosure.

On August 5, 2003, the Company issued a press release related to the replacement of its independent auditors. The
Company is furnishing the press release as Exhibit 99.1 hereto for informational purposes only pursuant to Regulation FD.




SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned, thereunto duly authorized.

IMAGEWARE SYSTEMS, INC.

Dated: August 4, 2003 By: /s/ Wayne Wetherell

Wayne Wetherell
Chief Financial Officer




INDEX TO EXHIBITS
16.1 Letter from PricewaterhouseCoopers LLP to the Securities and Exchange Commission, dated August 4, 2003,

99.1 Press Release, dated August 5, 2003.




Exhibit 16.1

[PRICEWATERHOUSECOOPERS LLP LOGO]

PricewaterhouseCoopers LLP

750 B Street, Suite 2900

San Diego CA 93101-8122

Telephone (619) 744 8000
August 4, 2003
Securities and Exchange Commission
450 Fifth Street, N'W.
Washington, D.C. 20549
Commussioners:
We have read the statements made by ImageWare Systems, Inc. (copy attached), which we understand will be filed with the
Commission, pursuant to Item 4 of Form 8-K, as part of the Company’s Form 8-K report dated July 29, 2003. We agree with
the statements concerning our Firm in such Form 8-K.

Very truly yours,

/s/ PricewaterhouseCoopers LLP
PricewaterhouseCoopers LLP

CLS:aye

Attachment: as stated above




Exhibit 99.1

{LETTERHEAD)]
Contact: Joyce Chang Andrea Alfonso
ImageWare Systems, Inc. ImageWare Systems, Inc.
858-673-8600 858-673-8600
jchang@iwsinc.com aalfonso@iwsinc.com

For Immediate Release
ImageWare Systems Appoints Stonefield Josephson, Inc. As Auditor

SAN DIEGO, Calif., August 05, 2003 — ImageWare Systems, Inc. (AMEX: IW) today announced that the Audit
Committee of its Board of Directors has appointed Stonefield Josephson, Inc. as the Company’s independent auditor for its
fiscal year 2003, effective Thursday, July 31, 2003. Stonefield Josephson is expected to commence its services by providing
a review of ImageWare’s second quarter, 2003 financial statements. Stonefield Josephson succeeds PricewaterhouseCoopers
as ImageWare’s independent auditor.

About ImageWare Systems, Inc.

ImageWare Systems, Inc. (AMEX: IW) is the leading developer of digital imaging, identification and workflow management
software solutions that cater to a variety of global markets including corporate, government, law enforcement, professional
photography, aviation, transportation, education and healthcare, among others. ImageWare technologies enable people to
capture accurate data including text, digital images and biometric minutia; associate data to a common database record,;
incorporate digital workflow into back-end processes; and provide just-in-time access to database information through PC,
Web-based, wireless or data sharing platforms. Founded in 1987, ImageWare is headquartered in San Diego, with offices in
Canada, Europe and Asia. For more information visit www.iwsinc.com.

Safe Harbor Statement

This news release may contain forward-looking statements made pursuant to the “safe harbor’’ provisions of the Private
Securities Litigation Reform Act of 1995. While these statements are meant to convey to the public the company’s progress,
business opportunities and growth prospects, readers are cautioned that such forward-looking statements represent
management’s opinion. While management believes such representation to be true and accurate based on the information
available to the company, actual results may differ materially from those described. The company’s operations and business
prospects are always subject to risks and uncertainties. Important facts that may cause actual results to differ are set forth in
the company’s periodic filings with the U.S. Securities and Exchange Commission.




